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SELF -REGULATION  IN  THE  SECURITIES  INDUSTRY 


TUESDAY,  AUGUST  8,   1972 

U.S.  Senate, 
Committee  on  Banking,  Housing  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  D.C. 

The  subcommittee  met  at  2  p.m.,  pm^suant  to  call,  in  room  5302,  Xew 
Senate  Office  Building,  Senator  Harrison  A.  Williams  (chairman) 
presiding. 

Senator  Williams.  This  is  the  hearing  on  self-regulation  of  the 
securities  industry. 

This  is  the  Subconmiittee  on  Securities  under  the  full  Committee 
of  Banking,  Housing  and  Urban  Affairs. 

We  open  a  new  phase  of  the  Securities  Subcommittee's  2-year  study 
of  the  securities  industry  and  securities  markets,  a  phase  which  may 
turn  out  to  have  the  greatest,  long-range  significance  for  the  future 
of  the  industry  and  public  investment  in  securities. 

Up  to  now,*^  our  study  has  focused  on  immediate,  substantive  ques- 
tions facing  the  industry ;  the  paperwork  crisis,  commission  rates,  and 
institutional  membership.  These  are  the  principal  immediate  concerns 
this  committee  has  dealt  with.  These  are  tremendously  important 
questions. 

I  believe  we  are  making  progress  toward  constructive  solutions  to 
these  problems.  For  the  long  rim,  however,  the  most  important  tiling 
we  in  the  Congress  can  do  is  to  restructure  the  system  by  which 
policy  decisions"  of  this  nature  are  made.  The  fact  that  these  impor- 
tant issues  have  come  back  to  the  Congress  for  resolution  is  the  clearest 
indication  that  the  system  which  was  set  up  38  years  ago  to  handle 
them  is  not  functioning  as  it  should. 

In  too  many  cases,  the  SEC  and  the  industi-y's  self-regulatory 
agencies  have  been  miable  to  handle  major  policy  questions  in  a  fair 
and  orderly  way. 

Eather  than  resoliciting  well-known  views  as  to  whether  self- 
regulation  has  been  a  success  or  a  failure,  we  decided  to  undertake 
case  studies  of  how  specific  questions  were  decided  by  the  SEC  and  the 
industry  to  see  what  the  precise  weaknesses  are  in  the  present  system. 

Two  of  these  case  studies,  one  dealing  with  the  inclusion  of  listed 
securities  in  NASDAQ,  and  one  dealing  with  the  sale  of  life  insurance 
by  stock  exchange  members,  have  been  completed  and  are  the  sub- 
ject of  the  hearings  we  are  holding  today  and  tomorrow. 

Two  additional  case  studies — one  dealing  with  the  evaluation  of 
the  perfonnance  of  stock  exchange  specialists,  and  one  dealmg  with 
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the  administration  of  the  net  capital  rules,  are  currently  in  progress. 
Those  two  studies  will  be  the  subject  of  additional  "hearings  that 
are  planned  for  September.  I  would  like  to  emphasize  these  hear- 
ings are  not  being  held  for  the  purpose  of  reexamining  the  merits  of 
the  issues  that  were  being  decided  by  the  SEC  and  the  self-regulatory 
agencies.  It  is  not  our  purpose  this  afternoon,  for  example,  to  deter- 
mine whether  listed  stocks  sliould  or  should  not  have  been  included 
in  NASDAQ. 

Our  focus  throughout  these  hearings  will  be  on  procedure,  how  the 
■decisions  were  made,  and  whether  the  process  was  fair  to  all  con- 
cerned. We  hope  that  these  case  studies  and  the  record  compiled  at 
these  hearings  will  ena.ble  us  to  make  specific  reconmiendations  for 
improvement  of  the  process  by  which  the  securities  industry  and  the 
securities  markets  are  regulated. 

We  plan  to  incorporate  these  recommendations  in  the  final  repoit 
of  the  subconnnittee  which  will  be  submitted  by  the  end  of  this  year. 
The  subject  of  this  afternoon's  hearings  is  the  case  study  on  the 
inclusion  of  listed  securities,  as  I  have  said,  in  NASDAQ. 

Mr.  Hamilton  Wood  of  the  study  staff  will  summarize  the  findino-s 
of  that  case  study  for  this  hearing. 
Mr.  Yfood,  could  von  do  that  atthis time ? 

^Ir.  Wood.  Mr.  Chairman,  the  case  study  before  the  Subcommittee 
was  prepared  from  public  sources  from  records  and  documents  fur- 
nished by  the  Securities  and  Exchange  Commission  and  the  National 
Association  of  Securities  Dealers,  and  from  conversations  with  officials 
of  those  organizations  and  other  x^ersons. 

The  purpose  of  the  case  study  is  to  reconstruct  as  fully  as  possible 
how  the  actual  decisions  were  made  with  respect  to  the^inclusion  of 
listed  securities  in  NASDAQ. 

NASDAQ  is  an  automated  quotation  svstem  for  the  over-the- 
counter  securities  markets  developed  by  the^  National  Association  of 
Securities  Dealers.  It  went  into  operation  on  February'  8,  1971.  Be- 
cause it  was  such  a  totally  new  concept,  it  raised  a  great  number  of 
technical  and  regulator}^  problems. 

This  case  study  is  not  intended  to  deal  with  all  of  those  problems. 
Rather,  it  focuses  on  one  specific  question  that  arose  during  the  devel- 
opment of  NASDAQ.  That  question  was  whether  the  system  should 
include  the  quotations  of  over-the-counter  dealers  in  stocks  that  wei^ 
also  listed  on  national  securities  exchanges — the  so-called  third  mar- 
ket. Because  that  question  was  of  keen  economic  interest  to  the  third- 
market  firms  and  their  customers,  on  the  one  hand,  and  to  the  stock 
exchanges,  on  the  other,  it  put  particular  strain  on  tlie  decisionmaking 
apparatus  of  both  the  NASD  and  the  SEC.  The  way  in  which  they 
responded  to  those  strains  is  the  subject  of  the  study. 

The  NASD  was  the  bodv  with  primarv  responsibility  for  decidino- 
the  question.  The  formal  decisions  of  the' NASD  Board  of  Governors 
on  the  questions  varied  in  accordance  with  the  varying  pressure 
brought  to  bear  on  it.  Its  initial  policv  airainst  inclusion  of  listed  se- 
curities m  September  11)68  was  modified  in  November  1908  and  com- 
^l^^o^^^^'^^'^^^^  ^^y  ^^^^^  ^^'^^  ^^  ^  ^'^sult  of  repeated  indications  from 
the  SEC  or  its  staff  that  the  SEC  would  disapprove  the  exclusion  of 
listed  secairities.  In  October  and  November  1070,  after  protests  from 
the  principal  exchanges  and  with  an  indication  that  the  SEC  no  longer 


opposed  exclusion,  the  NASD  rapidly  reinstated  its  earlier  policy  by 
board  action  to  exclude  listed  securities.  In  early  1971,  after  the  bring- 
ing of  one  private  antitrust  suit  and  a  threat  of  additional  suits  by 
tliird-market  dealers,  the  NASD  Board  consented  to  a  "limited  test*' 
of  listed  securities.  After  studying  the  results  of  that  test,  it  voted  in 
]\Iay  1972  to  include  listed  stocks  in  NASDAQ  on  a  permanent  basis. 

The  issue  was  never  direcly  presented  to  the  NASD  membership  as 
a  whole.  The  membership  did  vote  its  general  approval  of  the 
NASDAQ  system  in  November  1968,  however,  on  the  basis  of  so- 
liciting material  which  included  a  statement  that  listed  securities 
would  be  eligible  for  inclusion  if  they  met  "established  standards". 

By  law,  tiie  SEC  had  the  power  to  formallv  "disapprove"  any 
NASD  rule  dealing  with  NASDAQ.  Plovrever,  the  SEC's  relations 
vrith  the  NASD  on  this  issue  were  characterized  by  an  "informal 
bargaining  process"  that  included  informal  discussions  between  their 
respective  staffs  and  a  "preliling"  of  draft  bylaws  and  rules.  These 
were  designed  to  resolve  disagreements  in  advance  and  insure  the  Com- 
mission's nondisapproval  of  NASD  rule  clianges.  No  public  hearings 
were  held,  and  the  Commission  made  no  public  statement  of  its  posi- 
tion on  the  question.  BetAveen  1968  and  1970,  the  NASD  appears  to 
have  understood  that  the  Commission  would  disapprove  the  exclusion 
of  listed  securities.  However,  in  October  1970,  the  SEC  suddenly 
dropped  its  objections,  with  the  new  Chairman  reportedly  taking  the 
position  that  it  was  only  the  staff'  that  had  opposed  the  exclusion  of 
listed  securities. 

While  competitive  considerations  were  of  great  importance  in  the 
resolution  of  this  question,  there  was  no  formal  procedure  by  which 
the  requirements  of  antitrust  law  and  policy  could  be  considered  in 
relation  to  other  regulatoi-y  considerations.  The  eventual  consent  by 
the  NASD  to  a  tes't  of  listed  securities  in  NASDAQ  followed  the 
bringing  of  a  private  antitrust  suit  against  the  NASD  by  one  broker- 
age firm  and  a  threat  of  such  action  by  third-market  makers.  How- 
ever at  no  time  was  the  Department  of  Justice  consulted  with  respect 
to  the  anticompetitive  aspects  of  the  proposed  exclusion  of  listed 
securities. 

The  decisions  with  respect  to  the  inclusion  of  listed  stocks  in 
NASDAQ  pose  many  sigiiificant  questions  about  the  present  rejiiila- 
tory  structure  of  the  securities  industry.  The  statement  of  "Issnes  and 
Questions"  at  the  end  of  the  case  study  is  designed  to  focus  attention 
on  them. 

Mr.  Chairman,  that  concludes  the  summary  of  this  case. 

Senator  Willia^nls.  Thank  you  very  much,  Mr.  Wood.  That  is  a  very 
efficient  summary  of  the  case  study. 

The  case  study,  itself,  complete  and  detailed,  will  be  included  in  the 
record  of  these  hearings  at  tliis  point. 

(The  information  follows)  : 

Examination  of  the  Decisions  Involved  in  the  Inclusion  of  Listed 
Securities  in   NASDAQ 

INTRODUCTION 

The  National  Association  of  Securities  Dealers  Automated  Quotation  System 
(NASDAQ)  is  a  nationwide  computer-based  information  system  designed  to  pro- 
vide subscribers,  on  a  continuous  and  current  basis  with  the  net  bid  and  aslted 
prices  being  quoted  by  market  makers  for  securities  traded  in  the  over-the- 


counter  markets.  Although  still  iu  its  relative  infancy,  NASDAQ  is  currently 
providing  quotations  for  approximately  3,000  different  securities. 

Although  the  over-the-counter  markets  deal  primarily  in  securities  which  are 
not  listed  on  any  exchange,  there  has  for  some  time  been  a  growing  over-the- 
counter  market  in  exchange  listed  securities.  This  "third  market",^  which  devel- 
oped to  serve  exchange  non-members,  has  provided  increasing  competition  for  the 
exchange  markets.  Inclusion  of  the  third-market  quotations  for  listed  securities 
in  the  NASDAQ  system  would  obviously  increase  the  \asibility  and  eftectiveness 
of  the  third  market  and  improve  its  competitive  position  vis-a-vis  the  exchanges. 
The  decision  as  to  whether  such  quotations  should  be  included,  therefore,  was 
an  extremely  significant  question  for  the  securities  industry.  The  manner  in 
which  that  decision  was  made  raises  fundamental  questions  about  the  operation 
of  the  present  regulatory  system  in  the  securities  field.  Those  questions  are  the 
subject  of  this  case  study. 

BACKGROUND 

NASDAQ  received  its  initial  impetus  in  1963,  when  the  report  of  the  Special 
Study  of  the  Securities  Markets  stressed  the  importance  of  reliable  and  up-to-date 
quotations  in  over-the-counter  securities  markets  :, 

".  .  .  Interdealer  and  public  quotation  systems  are  vital  to  the  operation  of 
these  max-kets  (i.e.,  OTC  markets)  and,  whether  handled  by  private  entertn-ise 
or  by  a  self-regulatory  agency,  they  are  vested  with  a  public  interest  and  should 
be  brought  under  appropriate  supervisory  control  of  the  Commission.  At  the 
same  time,  the  operator  of  any  such  system  would  be  vested  with  authority  and 
responsibility  to  regulate  the  use  of  its  system  by  broker-dealers  through  appro- 
priate rules  and  procedures  consistent  with  the  rules  of  the  NASD  and  the 
Commission.^ 

".  .  .  there  is  on  the  horizon  the  likelihood  of  a  computer  system  that  would 
assemble  all  interdealer  quotations  and  instantaneously  determine  and  com- 
municate best  quotations  for  particular  securities  at  any  time  .  .  .  Any  such  auto- 
mated system  would  clearly  be  affected  with  the  public  interest  and  should  be 
under  regulatory  supervision.  The  NASD  is  the  natural  source  of  leadership  and 
initiative  in  dealing  with  matters  of  automation  in  respect  to  over-the-counter 
markets.  It  should  actively  carry  forward  the  very  limited  study  of  automation 
possibilities  applicable  to  over-the-counter  markets  that  the  Special  Study  has 
been  able  to  undertake  and  should  report  to  the  Commission  from  time  to  time  as 
to  the  progress  and  programs  of  the  industry  in  this  area.  The  Commission  and 
the  NASD  should  jointly  consider  possibilities  for  developing  and  coordinating 
automation  programs  in  such  manner  as  to  fulfill  their  respective  regulatory 
needs,  as  well  as  operational  needs  of  the  markets,  with  maximum  effectiveness 
and  minimum  duplication  and  expense."  * 

In  line  with  these  recommendations.  Congress  in  the  1964  amendments  to  the 
Securities  Exchange  Act  further  clarified  the  authority  and  responsibilities  of 
the  NASD  by  providing  in  a  new  Section  15A(b)  (12)  that: 

".  .  .  the  rules  of  the  association  (i.e.,  the  NASD)  include  provisions  govern- 
ing the  form  and  content  of  quotations  relating  to  securities  sold  otherwise  than 
on  a  national  securities  exchange  which  may  be  disseminated  by  any  member 
or  any  person  associated  with  a  member,  and  the  persons  to  wliom  such  quota- 
tions, both  at  the  wholesale  and  retail  level,  to  prevent  fictitious  or  misleading 
quotations,  and  to  promote  orderly  procedures  for  collecting  and  publishing 
quotations."    (Italics   supplied.)'' 

In  July  1965  the  Board  of  Governors  of  the  NASD  announced  the  appointment 
of  a  special  Automation  Committee  made  up  of  seven  members  to  investigate 
the  feasibility  of  automated  quotations  in  the  over-the-counter  market."  Simul- 
taneously, representatives  of  the  Automation  Committee  and  the  NASD  staff 
began  frequent  conferences  with  the  Commission  and  the  staff  of  the  Division 


^The  third  market  is  so  called  to  distin?:iiish  it  from  (1)  the  Exchange  markets  and 
(2)  the  over-the-counter  markets  in  unlisted  seciirities. 

2  SEC,  "Report  of  Special  Study  of  Securities  Markets,"  pt.  2,  H.  Doc.  No.  95,  88th 
Conrr..  1st  sf^ss.  at  674  (l96.3). 

3  Id.  at  678. 

*  Securities  Exchange  Act  of  19.34  (hereinafter  cited  as  Exchange  Act)  H.  Kept.  No. 
1383,  7.3d  Cong.,  2.d  sess.  at  sec.  15A(h)  (12)   (1934). 

5  National  Association  of  Securities  Dealers,  Inc.  (hereinafter  NASD)  press  release  No. 
S768,  July  20,  1965  at  2. 


of  Ti*ading  and  Markets  to  consider  iu  substantial  detail  the  development  and 
regulation  of  the  contemplated  system."  On  February  2,  1967,  the  NASD  an- 
nounced that  an  independent  management  consulting  firm,  under  the  direction  of 
the  Automation  Committee,  would  conduct  a  study  of  the  economic  feasibility 
of  the  use  of  data  processing  equipment  in  the  collection  and  dissemination  of 
quotation  information  in  the  over-the-counter  market.^  The  findings  of  the  con- 
sultant and  detailed  specifications  concerning  a  proposed  NA8D  automated 
quotations  system  "NASDAQ"  were  made  public  to  any  and  all  potential  bidders 
in  1968.**  Following  consideration  of  cost,  design,  and  operation  proposals  I'eceived 
from  these  firms,  the  Automation  Committee  recommended  that  the  Board  select 
the  firm  which,  in  its  opinion,  could  best  supply  and  operate  the  physical  equip- 
ment for  the  system  under  the  direction  and  supervision  of  the  NASD."  In  Decem- 
ber of  1968,  after  adoption  by  membership  vote  the  NASD  by  By-Law  Amend- 
ments authorizing  establishment  of  the  NASDAQ  system  and  adoption  by  the 
Board  of  Governors  of  rules  governing  operation  access  to  the  system,  the  NASD 
signed  a  7-year  contract  with  the  Bunker-Ramo  Corporation  to  build  and  operate 
the  system/"  The  system  became  operational  on  February  8,  1971. 

The  NASDAQ  system  provides  three  "levels"  of  access.  Level  I  provides  a 
current  representative  interdealer  bid  and  asked  price  for  any  security  registered 
in  the  system  for  the  information  of  registered  representatives  and  customers  of 
retail  firms.  Level  II  is  for  use  by  firm  trading  departments  and  supplies  upon 
request  a  list  of  market  makers,  together  with  their  respective  bid  and  asked 
prices  for  each  security  registered  in  the  system.  Level  III  provides  input  facili- 
ties allowing  authorized  market  makers  to  enter  changed  or  updated  bid  and 
asked  prices.  Trades  are  not  executed  through  the  system.  Instead,  after  using 
NASDAQ  to  obtain  a  price  quotation,  a  subscriber  then  consummates  the  actual 
transactions  through  direct  telephone  negotiation  with  the  market  maker. 

Rules  and  regulations  affecting  the  operating  of  NASDAQ  are  subject  to  SBC 
disapproval  in  the  same  manner  as  other  rules  adopted  by  the  Association, 
The  relevant  procedures  to  be  followed  by  both  the  NASD  and  SEC  to  obtain 
adoption  of  the  proposed  rules  are  contained  in  Article  VII  of  the  Association's 
bylaws  and  Section  15A(j)   of  the  Securities  Exchange  Act  of  1934. 

Article  VII  of  the  NASD  bylav.'s  provides  in  part  that : 

",  .  ,  to  protect  investors  and  the  public  interest  to  collaborate  with  govern- 
mental and  other  agencies  in  the  promotion  of  fair  practices  and  the  elimination 
of  fraud,  and  in  general,  to  carry  out  the  purposes  of  the  Corporation  and  of 
Section  15A  of  the  Act,  the  Board  of  Governors  is  hereby  authorized  to  adopt  for 
submission  to  the  members  ,  ,  .  rules  .  ,  ,  and  such  amendments  thereto  as  it 
may,  from  time  to  time  deem  necessary  or  appropriate.  The  Board  of  Governors 
upon  adoption  of  such  rules  of  fair  practice  ,  ,  .  shall  forthwith  cause  copies 
thereof  to  be  sent  to  each  member  of  the  Corporation  to  be  voted  upon.  If  any 
such  rules  .  .  .  are  approved  by  a  majority  of  the  members  voting,  within 
thirty  days  after  the  date  of  submission  to  the  membership,  are  not  disapproved 
by  the  Commission  as  provided  in  Section  15 A  of  the  Act,  they  shall  become 
effective  rules  ...  as  of  such  date  as  the  Board  of  Governors  may 
prescribe  .  ,  ,"  " 

Section  15A(j)  requires  that  the  Association: 

".  .  ,  shall  file  with  the  Commission  ,  ,  ,  any  changes  in  or  additions  to  the 
rules  of  the  association  .  .  .  Any  change  in  or  addition  to  the  rules  ,  ,  ,  shall 
take  effect  upon  the  thirtieth  day  after  the  filing  of  a  copy  thereof  with  the 
Commission  .  ,  ,  unless  the  Commission  shall  enter  an  order  disapproving  such 
change  or  addition ;  and  the  Commission  shall  enter  such  an  order  unless  such 
change  or  addition  appears  to  the  Commission  to  be  consistent  with  the  require- 
ments ,  ,  .  [imposed  upon  the  Association  under  the  Exchange  Act]."^ 


^  SEC  memorandum  of  meeting  between  representatives  of  the  NASD  and  members  of 
the  SEC  staff,  Dee.  9,  1965. 

'  NASD  press  release  No.  4167,  Feb.  2,  1967  at  1. 

8  Id.  at  5. 

8  NASD  press  release  No.  286S,  Aug.  8.  1967  at  1. 

1"  Operating  agreement  between  the  Bunker-Ramo  Corp.  and  NASD  signed  in  December 

"  Bylaws  of  National  Association  of  Securities  Dealers,  Inc.,  art,  VII,  sec.  1. 
1^  Exchange  Act  at  sec.  15A(j), 


CHRONOLOGY 

Although  representatives  of  the  NASD  were  previously  advised  informally 
by  the  Division  of  Trading  and  Markets  that  significant  antitrust  questions  might 
be  involved  in  any  attempts  to  exclude  exchange-listed  securities  from  the 
NASDAQ  System,  the  Commission  did  not  inform  the  NASD  Board  of  Governors 
of  its  reservations  until  early  April,  1968.  At  its  March  20.  1968  meeting,  the 
Commission  requested  the  staff  to  prepare  a  letter  to  the  NASD  concerning  po- 
tential prolilems  of  access  to  the  NASDAQ  System.  In  addition,  Manuel  F. 
Cohen,  Chairman  of  the  SEC,  indicated  he  would  also  discuss  the  matter  with 
Richard  Walbert,  President  of  the  NASD."^  On  April  10,  Irving  M.  Pollack, 
Director  of  the  SEC's  Division  of  Trading  and  Markets,  wrote  to  Walbert  with 
regard  to  the  NASD's  proposed  exclusion  of  listed  securities  : 

".  .  .  the  Commission  believes  that  it  is  impoi-tant  that  consideration  be  given 
to  the  possible  impact  of  the  provisions  of  Section  15A{b)  (8)  of  the  Securities 
Exchange  Act  on  the  exercise  of  the  Association's  authority  and  responsibilities 
under  Section  15A(b)  (12)  of  the  Aet.  As  you  know,  under  paragraph  (S),  the 
rules  -of  the  Association  are  required  to  be  designed,  among  other  things,  "to 
remove  impediments  to  and  perfect  the  mechanism  of  a  free  and  open  market" 
and  that  they  not  be  designed  "to  permit  unfair  discrimination  between  custo- 
mers or  issuers,  or  brokers  or  dealers  .  .  . 

"The  Commission  is  of  the  view  that,  under  these  provisions  and  in  the  light 
of  national  policies  expressed  in  other  federal  statutes  designed  to  promote  free 
competition,  any  restrictions  of  the  kind  noted  above  should  be  based  on  some 
clearly  defined  and  overriding  regulatory  policy  contemplated  by  other  provisions 
of  the  Act. 

"The  Commission  therefore  suggests  that  you  discuss  these  questions  further 
with  the  Division  in  the  near  future  with  a  view  to  your  preparing  a  full  written 
presentation  exploring  these  questions  and  making  appropriate  recommendations 
for  consideration  by  the  Commission."  " 

In  subsequent  discussions,  the  NASD  representatives  advised  the  Division  that 
it  believed  it  would  have  serious  difficulties  in  obtaining  the  membership's 
acceptance  of  the  proposed  system  if  it  did  not  specifically  indicate  to  the  mem- 
bership that  it  planned  to  exclude  third  market  securities  from  the  system. 
The  NASD  therefore  advised  the  Division  that  it  could  not  agree  to  the  Division's 
suggestions  of  eliminating  such  language  from  the  early  drafts  of  its  brochure 
to  be  sent  to  members  interested  in  subscribing  to  the  system. 

At  its  May,  1968  meeting,  the  Board  of  Governors'of  the  NASD  lent  its  full 
support  to  the  position  of  the  Automation  Committee  before  the  SEC.  The  Board 
felt  that  the  enti-y  of  third  market  securities  was  inappropriate  to  the  system 
because  it  felt  NASDAQ  was  designed  primarily  to  facilitate  quotations  and 
distribution  of  over-the-counter  securities.  In  addition,  the  Board  felt  the  NASD 
could  not  expect  Exchange  member  firms  to  par'tieipate  in  a  system  that  pro- 
moted competition  from  the  third  market.^'^ 

At  the  same  time,  the  NASD  prepared  another  draft  of  the  brochure  to  be 
sent  to  its  memljers,  explaining  how  NASDAQ  would  operate.  The  draft  still 
indicated  that  third  market  securities  would  not  be  included.  As  a  result,  on 
May  14,  Pollack  wrote  the  NASD  : 

"The  Commission  has  instructed  me  to  advise  you  that,  in  its  opinion,  it 
would  be  inappropriate  for  the  Association  to  represent  to  its  membership  at 
this  time  that  the  various  proposed  restrictions  on  access  to  the  system  referred 
to  in  my  letter  of  April  10.  1968  were  or  are  likely  to  be  adopted."  ^^ 

On  May  28,  the  Commission  was  advised  that  the  NASD  had  agreed  to  amend 
its  brochure  to  concur  with  Pollack's  suggestions. 

Through  the  mechanism  of  "prefiling"  draft  rules,  the  NASD  and  the  staff 
of  the  SEC  sought  to  resolve  in  advance  any  areas  of  disagreement  on  the  pro- 
posed NASDAQ  rules  and  thus  ensure  SEC  non-disapproval  of  such  changes 
when  they  were  filed  for  formal  Commission  action  as  required  under  Section 
15A(,i).  Accordingly,  beginning  in  July,  1968,  the  NASD  submitted  to  the  Di- 
vision staff  various  draft  rule  proposals  for  establishment  and  regulation  of  the 
NASDAQ  system.  The  proposals  contained  a  prohibition  against  the  quotation 

"  Offloial  minutes.  Secnritips  and  Exchange  Commission  meeting  of  Mar.  20.  196S. 

"Letter  from  Irvins:  M.  Pollack,  Director,  SEC  Division  of  Trading  and  Markets  to 
Richprd  Walbert.  president  of  the  NASD.  .\r)r   10   infiS 

i"  Official  record  of  meeting  of  tlie  NASD  Board  of  Governors.  Mav  19RS. 
T>-  J''''i'^^,  ti;""-   Irving  M.   rollpck.   Director,   SEC  Division  of  Trading  and  Markets   to 
Richard  Walbert,  president,  NASD,  May  14,  1968. 


of  any  security  listed  on  the  NYSE  or  AMEX,  and  were  accompanied  by  a  written 
iustiflcation.  as  follows : 

"A  The  NASDAQ  system  is  being  established  for  the  purpose  of  providing 
readily  accessible  quotations  data  on  securities  which  have  no  available  facili- 
ties for  such  service.  Securities  traded  or  listed  on  the  New  York  Stock  Ex- 
change and  the  American  Stock  Exchange  are  well  served  by  existing,  competitive 
communications  systems.  ,    ,.^*ci-r>. 

'■B  It  appears  unlikely  that  any  OTC  broker  or  dealer  would  seek  NASD 
approval  to  enter  quotes  in  the  NASDAQ  system  for  listed  securities.  At  the 
present  time,  thix'd  market  quotations  are  based  on  actual  transactions  on  the 
NYSE!  as  reported  on  the  ticker.  The  third  market  quotations  are  altered,  as 
needed,  to  track  the  NYSE  transactions.  As  a  consequence,  quotations  may  be 
chauiied  verv  quickly.  Were  third  market  securities  quotations  entered  on  the 
NASDAQ  system,  a  registered  representative  would  have  little  assurance  that 
he  could  effect  a  transaction  in  the  third  market  at  the  representative  price 
appearing  in  the  NASDAQ  svstem.  Such  quotations  could  not  be  called  "fair  and 
Informative."  Rather  they  would  be  "misleading."  NASD  rules  permitting  such 
a  condition  to  exist  woul'd  not  meet  the  requirements  of  subsection  15A(b)  (12) 

of  tlie  Act.  .-,,_,     j.^  , 

"C.  Data  as  to  actual  transactions  on  the  NYSE  are  now  available  througli 
tickers  and  electronic  systems  throughout  the  country.  This  apparently  provides 
adequate  intelligence  for  formulating  quotations  and  negotiating  transactions 
in  listed  securities  being  traded  on  the  OTC  market. 

"D.  The  Arthur  D.  Little  market  survey  indicates  that  if  NASD  were  to  an- 
nounce in  advance  that  the  NASDAQ  system  would  carry  quotations  in  third 
market  securities,  members  needed  to  make  the  system  economically  feasible, 
would  be  discouraged  from  subs<:-ribing.  The  reasons  are  readily  apparent. 

"1.  Third  market  securities  are  listed  on  the  New  York  Stock  Exchange  and' 
American  Stock  Exchange.  Members  of  these  two  Exchanges  provide  the  back- 
bone of  the  mnrket  for  Level  2  service.  Exchange  rules  restrict  their  activities  in 
the  third  market. 

"2.  Exchange  members  cannot  be  expected  to  deliberately  bring  into  being  a 
quotations  system  which  might  undo  the  efforts  of  the  Exchanges  to  achieve  a 
viable  market,  with  depth,  in  listed  securities,  without  their  financial  s.upport 
as  subscribers,  it  is  unlikely  that  the  NASDAQ  system  would  ever  become 
operational.  .  .      ^, .  ^i-r^ 

"3  If  we  delete  from  consideration  the  NYSE-ASE  firms,  the  remaining  NASD 
members  that  theoretically  could  have  an  interest  in  obtaining  third  market 
quotations  simplv  could  not  support  the  economics  of  the  NASDAQ  system. 
Approximately  2.200  of  these  firms,  are  primarily  mutual  fund^distributors  and 
not  interested'in  obtaining  quotations  from  the  NASDAQ  system." 

In  reviewing  the  NASD's  submission,  the  Division  took  the  position  that  it 
was  not  necessary  for  the  question  of  eligibility  of  listed  securities  for  inclusion 
in  NASDAQ  to  be  decided  at  that  time.  It  pointed  out  to  the  Commission  that, 
according  to  the  NASD,  no  interes.t  had  yet  been  expressed  by  market  makers 
in  quoting  such  securities  in  NASDAQ,  and  that  the  Association  had  decided 
to  commence  operation  with  only  the  National  List  securities,"  The  Division 
anticipated  that  with  their  limited  list  of  securities  the  NASD  would  gain  ex- 
perience and  "work  out  the  bugs"  in  the  initial  stages  prior  to  expanding  the  list 
of  authorized  securities.  However,  the  Division  did  express  its  belief  that  if 
the  Commission  were  to  answer  the  question  of  inclusion  of  third  market 
securities  at  that  time,  their  answer  should  be  to  deny  approval  of  the  proposed 
restrictions   on   listed   securities. 

On  September  9.  the  Commission  agreed  that  the  issue  did  not  have  to  be 
decided  at  that  time.  It  also  concurred  with  the  Division's  recommendation  that 
the  specific  restriction  prohibiting  listed  securities  be  deleted.  This  recom- 
mendation was  communicated  orally  to  the  NASD  staff  about  September  11, 
1970.  The  NASD  Automation  Committee,  concerned  that  the  SEC  might  dis- 
approve its  NASDAQ  rules,  agreed  to  delete  the  restriction  on  listed  securities. 


1'  Memorandum  of  access  to  the  >'ASDAQ  system  prepared  for  the  NASD,  Aug.  22,  1968 

i"  The  National  List  is  a  compilation  of  1.500  unlisted  securities,  published  daily  by  the 
NASD  and  circulated  nationwide  to  all  major  newspapers.  The  NASD  requires  that  each 
issue  ou  this  list  have  at  least:  (1)  3,000  shareholders.  (2)  3  marketmakers,  (3)  100,000 
shares;  outstanding  in  public  hands,  and   (4)    a  minimum  market  value  of  $5  per  share. 


On  November  11,  1968,  an  explanatory  memorandum  and  official  ballot  con- 
cerning the  NASDAQ  rule  and  by-law  changes  were  circulated  to  the  entire 
NASD  membership.  The  membership  was  asked  to  vote  on  the  addition  of  a 
new  general  by-law  and  not  specifically  on  the  standards  for  inclusion  in  the 
svstem  which  were  to  be  the  responsibility  of  the  Board  of  Governors.  Ihe  ballot 
was  accompanied  by  a  draft  of  Schedule  D  containing  "the  actual  procedures 
which  will  be  essential  for  the  functioning  of  the  NASDAQ  system.  The 
memorandum  stated :  .,■,-,     j.  j.x.     o  ■,-,  i     t\ 

"It  is  contemplated  that  the  Board  of  Governors  will  adopt  the  Schedule  D 
in  substantially  the  form  attached  shortly  after  the  vote  of  membership  which 
approves  the  new  by-laws  and  by-law  amendments.  Article  X\I  will  empower 
the  Board  of  Governors  to  amend  Schedule  D  as  may  become  necessary  or 

desirable  from  time  to  time.-"  ^  ^^  .   -,  ,    4. 

The  only  specific  reference  in  Schedule  D  to  the  eligibility  of  third  market 
securities  was  the  sentence :  "Every  security  on  the  Corporation's  approval  Na- 
tional Daily  List  on  the  dav  the  system  commences  operation  s.hould  be  deemed 
an  authorized  security." ''  However,  the  accompanying  memorandum  contained 
the  following  passage  explaining  the  ramifications  of  this  language. 

"The  N\SDAQ  System  has  been  developed  to  provide  an  automated  quotations 
system  for  securities  traded  over-the-counter.  If  an  application  were  received 
on  a  security  which  is  also  listed  on  a  stock  exchange  and  there  were  an  active, 
over-the-counter  market  for  the  security,  it  would  be  necessary  to  consider 
whether  under  the  circumstances  the  security  meets  established  standards  for 
inclusion  in  the  system."  ^  ,      ,      .     ^,    4. 

Thus  the  membership  was  asked  to  authorize  the  bylaws  on  the  basis  that 
listed  stocks  could  at  least  be  considered  for  inclusion. 

These  changes  were  formally  submitted  by  the  Board  of  Governors  to  the 
Commission  on  December  12,  196S  for  the  Commission's  review  under  Section 
15A(j)  of  the  Exchange  Act.''  On  January  8,^1969  the  Commission  issued  a  letter 
of  non-disapproval  of  these  NASDAQ  bylaws.^  _ 

In  September  1969,  the  NASD  staff  advised  the  Division  of  Trading  and  Mar- 
kets that  in  order  to  promote  subscriptions  by  members  of  the  NASDAQ  system, 
the  Automation  Committee  had  decided  to  substantially  lower  the  listing  stand- 
ards to  permit  the  inclusion  of  1,500  additional  securities.  As  a  result,  in  early 
October  1969,  a  draft  NASD  proposal,  revising  the  NASDAQ  listing  standards 
previously  approved  bv  the  SEC  in  January  1969,  was  submitted  to  the  Division 
for  infoiTual  comment  The  SEC  staff,  in  turn,  advLsed  the  Automation  Commit- 
tee that,  since  the  NASD  now  intended  to  include  securities  not  on  the  National 
List,  the  staff  could  not  see  how  the  NASD  could  fail  to  include  listed  securities 
otherwise  meeting  the  NASD  standards  relating  to  the  number  of  market  makei-s, 
the  number  of  shareholders,  assets,  net  worth,  etc.  After  several  months  of  dis- 
cussion with  the  Division  staff,  substantial  revisions  were  made  in  the  proposed 
rules  for  eligible  securities  and  they  were  again  submitted  to  the  Division  for 
informal  comment  in  Febmary  1970.  These  new  proposals  included  a  specific  pro- 
vision authorizing  the  quotation  on  NASDAQ  of  securities  listed  on  all  national 
and  regional  exchanges. 

The  revised  securities  eligibility  requirements  were  approved  by  the  Board 
of  Governors  at  its  May,  1970  meeting  and  formally  filed  for  review  with  the 
Commission  on  June  4.^  The  Commission  issued  its  official  letter  of  non-disap- 
proval on  June  26, 1970.'' 

The  NASD  had  now  moved  from  its  position  prior  to  September  1968  of  specifi- 
cally excluding  listed  securities  to  a  position  in  November  1968  of  at  least  con- 
sidering their  quotation  if  such  securities  met  certain  specified  standards  for 
listing,  volume,  and  sufficient  market  makers  and  finally  to  a  position  in  May  of 


i»  Memorandum  from  Phil  E.  Pearce,  chairman,  NASD  Board  of  Governors  to  members 
of  the  NASD,  Nov.  11,  196S  at  3. 

20  Id.  at  3. 

21  Id.,  proposed  amendments  to  the  bylaws,  schedule  D  at  10. 

22  Id.  at  3. 

2s  Letter  from  Gordon  S.  Macklin,  Jr.,  president,  NASD  to  Ernest  L.  Desseclcer,  records 
and  service  officer,  SEC,  Dec.  12,  1968.  _ 

2*  Letter  from  Irving  M.  Pollack,  director,  Division  of  Trading  and  Markets  to  Gordon  E- 
Macklin,  Jr..  president  of  the  NASD.  Jan.  8,  1969. 

25  Letter  from  Gordon  S.  Macklin,  Jr.,  president,  NASD  to  Orval  L.  DuBois,  Secretary, 
SEC,  June  4,  1970. 

28  Letter  from  Irving  M.  Pollack,  Director,  SEC  Division  of  Trading  and  Markets  to 
Gordon  S.  Macklin,  Jr.,  president,  NASD,  June  26,  1970. 


1970  of  adopting  rules  specifically  permitting  the  inclusion  of  quotations  of  listed 
securities. 

However,  at  a  meeting  on  August  26,  1970,  the  NASDAQ  Committee  again 
con.sidered  the  possibility  of  excluding  listed  securities.  The  Committee  decided 
to  leave  the  question  in  the  hands  of  the  President  and  Chairman  to  work  out  in 
light  of  the  preference  of  a  majority  of  the  Committee  to  exclude  listed  securities 
at  start-up."' 

On  October  9,  1970,  Ralph  Saul,  President  of  the  American  Stock  Exchange, 
wrote  a  detailed  letter  to  the  SEC  urging  that  the  decision  to  include  listed  securi- 
ties in  NASDAQ  be  reconsidered.  Citing  the  overriding  impact  that  inclusion  of 
exchange  listed  stocks  could  have  on  the  established  exchanges,  Saul  urged  that 
the  SEC  hold  thorough  hearings  on  the  subject  before  it  permitted  the  NASD 
to  include  listed  securities  on  its  automated  system.  He  pointed  out  that : 

".  .  .  interested  parties  have  not  been  provided  with  information  concerning 
the  basis  for  this  decision  nor  been  given  an  opportunity  to  meet  nor  indicate 
the  manner  in  which  other  securities  markets  and  the  investigating  public  might 
be  affected  ...  all  interested  parties  are  entitled  to  know  what  criteria  have 
been  applied  in  reaching  a  decision  to  include  listed  securities  and  to  have  a 
public  discussion  of  the  reasons." 

He  further  stated  that : 

".  .  .  over  the  past  two  years  the  important  problems  that  have  been  dealt 
with  by  the  Commission  .  .  .  have  not  been  treated  in  a  routine  manner.  Pro- 
posals relating  to  commission  rates,  access.  give-uiKS  and  numerous  other  mattei-s 
have  properly  been  brought  to  the  attention  of  all  interested  parties  by  public 
anmmncement  and  the  circulation  of  factual  material  developed  in  connection 
with  such  matters.  Opportunity  has  been  provided  to  present  conmients  and  sub- 
mit additional  information. 

•'.  .  .  This  exchange  believes  that  in  view  of  the  vital  importance  to  the  entire 
secui-ities  industry  and  the  investing  public  of  the  decision  to  include  listed 
securities  in  NASDAQ,  (1)  the  Commission  should  require  the  NASD  to  docu- 
ment the  factual  basis  for  this  step  (2)  invite  comments  thereon  from  all  inter- 
ested parties,  and  (3)  based  on  the  record  tlius  developed,  make  a  determination 
as  to  whether  such  a  move  is  in  the  public  interest  and  whether  adequate  proce- 
dures have  been  provided  to  protect  the  pulilic.  Until  these  steps  have  been  taken, 
the  rules  of  NASD  permitting  the  quotation  of  listed  securities  in  NASDAQ 
should  be  held  in  alieyance."  "" 

On  October  13,  Robert  W.  Haack,  Pi-esident  of  the  NYSE,  urged  in  a  letter  to 
the  SEC  that  "the  inclusion  of  listed  securities  in  NASDAQ  should  be  held  in 
abeyance  pending  a  full  exploration  of  the  possible  iuqiact  of  this  aspect  of  the 
system  on  existing  public  markets."  He  also  cautioned  the  Commission  that: 

".  .  .  in  addition  to  considering  whether  the  basic  decision  to  include  quota- 
tions on  listed  securities  in  NASDAQ  meets  the  standards  for  multiple  trading  in 
listed  issues  as  being  '.  .  .  necessary  or  appropriate  in  the  public  interest  or  for 
the  protection  of  investors',  consideration  must  als^  be  given  to  the  regulatory 
problems  which  will  arise  if  this  aspect  of  the  automated  trading  is  allowed  to 
go  into  effect." 

Haack  suggested  that  the  Commission  convene  a  meeting  of  representatives 
or"  the  varioiLs  exchanges  and  the  NASD  to  discuss  how  best  to  explore  the  ques- 
tion of  including  quotations  of  listed  securities  in  NASDAQ.^^ 

Shortly  after  the  exchanges'  protest,  Cordon  Macklin,  President  of  the  NASD, 
and  Lloyd  Derrickson.  Vice  President  and  General  Coimsel,  met  with  Hamer  H. 
Budge,  Chairman  of  the  SEC.  to  ascert-iiin  tlie  Commission's  current  attitude  on 
a  possible  change  in  the  NASD  bylaws  that  would  specifically  exclude  listed 
f^tocks  from  NASDAQ  pending  study  of  the  problems  that  would  be  raised  by 
their  inclusion. 

On  October  22.  the  Executive  Committee  of  the  Board  of  Governors,  in  a 
telephone  vote,  authorized  Macklin  to  send  a  letter  to  the  SEC  requesting  per- 
mission to  exclude  listed  securities  from  NASDAQ  at  start  up.™  On  the  same 
day,  Macklin  wrote  Budge  setting  forth  the  Association's  reasoning  for  wishing 
to  exclude  listed  securities.  Macklin  pointed  out  that  the  NASD  Board  of  Gov- 


27  Official  minutes.  NASDAQ  committpp  meptingr,  Aug.  26.  1970. 

2'  Lotter  from  Ralph  S.  .Saul,  president,  American  Stock  Exchange  to  Orval  L.  DiiBois, 
Secretary.  SEC,  Oct.  9.  1970. 

'"^  Letter  from  Robert  W.  Haack.  president.  New  York  Stock  Exchange  to  Hairier  H. 
Budge.  Chairman.  Securities  and  Exchnnge  Commission.  Oct.  13.  1970. 

30  Official  minutes,  NASD  Board  of  Governors  meeting  by  telephone,  Oct.  22,  1970. 
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crnors  "from  the  out.«et"  had  determined  that  listed  securities  should  not 
be  included  in  the  NAt^DAQ  system.  He  further  stated  that 

".  .  .  It  was  only  after  lengthy  conferences  with  the  Commission  staff  that  the 
Association  decided  to  amend  its  proposed  by-law  pertaining  to  NASDAQ  so 
that  listed  securities  could  be  included  if  they  meet  the  qualifications  for 
authorization.  This  by-law  was  adopted  in  late  1968  primarily  because  the  Board 
of  Governors  believed  the  Commission  would  disapprove  it  should  it  not  include 
listed  securities." 

He  recoiiiniended  that  "the  public  would  be  better  served  if  it  was  known  that 
the  Association  did  not  intend  to  entertain  requests  for  quotations  for  listed 
securities  in  the  system  at  this  time."  Macklin  cited  five  basic  reasons  for  this 
recommendation  to  the  Commission. 

First,  the  inclusion  of  listed  stocks  might  add  to  the  system's  technical  and 
operational  problems  at  startup. 

Second,  the  expansion  of  the  third  market  might  affect  the  viability  of  the 
exchange  markets  by  diverting  business  away  from  them. 

Third.  NASDAQ  could  create  the  misleading  impression  that  third  market 
quotations  represent  a  market  equivalent  to  that  of  an  exchange  central 
market. 

Fourth,  this  inclusion  would  divert  attention  from  the  system's  primary  pur- 
\Ht»e :  providing  current  and  accurate  quotations  for  over-the-counter  com- 
panie.«. 

Fifth,  the  establishment  of  dual  surveillance,  volume  reporting,  issuer  dis- 
closure rciiuirements,  and  related  control  techniques  would  be  costly,  confusing 
and  disi-uiitive  to  the  est.'ildished  self-regulatory  patterns. 

Macklin  went  on  to  propose  that : 

",  .  .  experience  be  obtained  with  the  operation  of  NASDAQ  in  the  over-the- 
counter  securities  for  which  the  system  was  designed.  Our  thinking  is  that 
within  the  next  twelve  months  technical  improvements  in  the  system  plus  our 
experience  and  studies  of  the  problems  will  place  us  in  a  position  to  make  a 
definitive  judgment  as  to  the  inclusion  of  listed  stocks."  ^^ 

On  October  27.  the  Commission  "approved  a  letter  to  be  sent  by  Chairman 
Budge  to  the  National  Association  of  Securities  Dealers.  Inc..  advising  that  "the 
Commission  would  have  no  objection  if  the  Association  does  not  include  in  the 
NASDAQ  system  at  startup  securities  which  are  listed  on  national  securities 
exchanges." 

,  The  Commission  decided  not  to  include  in  the  letter  an  expreSvS  reservation 
of  judgment  on  the  NASD  proposal  to  permit  a  one-year  delay  before  reaching 
a  decision  on  inclusion  of  third  market  securities.''- 

Beginning  on  October  28,  the  full  Board  of  Governors  was  polled  by  telephone 
to  ratify  the  changes  sanctioned  the  day  before  by  the  Board's  Executive  Com- 
mittee.^^ Beginning  on  October  27.  this  telephone  vote  was  repeated  using  a  mail 
ballot  sent  each  member  of  the  Board  with  a  covering  memorandum  from 
Derrickson  of  October  2"  advising  in  part : 

"We  are  informed  the  SEC  Commissioners  are  questioning  the  view  that  listed 
eecurities  should  be  included  in  the  system,  and  we  believe  that  they  wiH  'U>- 
prove  a  change  in  Schedule  D  to  exclude  listed  securities  at  start  up." 

There  was  al.so  a  reiteration  of  the  Board's  continuing  belief  that  listed  se- 
curities should  not  be  included,  and  that  their  inclusion  only  came  at  the  insist- 
ence of  the  SEC.  However,  there  was  no  indication  in  the  memorandum  that 
any  reasons  had  been  given  to  the  NASD  for  the  Commissioners'  new  viewpmnt. 

On  November  4,  a  majority  of  the  Board  of  Governors  voted  to  amend  Article 
IT  of  Schedule  D  to  provide  that  securities  listed  on  any  national  securities  ex- 
change would  not  be  eligible  at  start  up  of  the  system  because  of  the  need 
for  /urther  studv  of  the  possible  technical,  operational  and  regulatory  problems 
involved.''  On  November  5.  the  changes  sanctioned  by  the  Board  of  Governors 
were  formally  filed  with  the  Commission  for  its  review  pursuant  to  the  require- 
ment of  Section  15A(  j)  of  the  Securities  Exchange  Act.*' 


=1  Letter  from  Gordon  S.  Macklin,  Jr.,  pr'jsident,  NASD  to  Hanier  H.  BiidRe,  Chairman. 
SEP.  Oft.  22,  1070. 

"2  Official  minutes,  Sficnrities  and  Kxchanprp  Commission  nifftins  of  Oct.  27,  19(0. 

3^  Official  minutes,  N.\SD  Board  of  Governors  meetinff  1)y  telephone.  Oct.  23,  1070. 

3*  Memorandum  from  Llovd  .T.  Derrickson,  vice  president  and  .sreneral  counsel,  NASD  l<» 
members  of  the  NASD  Board  of  Governors,  Oct.  2:'.,  iri7o 

^''  Official  minutes,  NASD  Board  of  Governors  meetinc:  liv  telephone,  Nov.  4,  1970. 

«'■•  Letter  from  Gordon  S.  Macklin,  Jr.,  president,  NASD  to  Ernest  L.  Dessecker,  records 
and  service  officer'.  SEC,  Nov.  5,  1970. 
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The  Commission  considered  at  its  November  IStli  meeting  wlietlier  tlie  ap- 
parent effect  of  ttie  proposed  amendment  was  to  prohibit  indefinitely  quotations 
of  listed  securities  in  the  system  unless  or  until  the  NASD  took  some  aflirmative 
action  to  change  the  amendment.  HoweA^er,  the  Commission  concluded  that  its 
non-disapproval  of  the  proposed  amendments  was  consistent  with  the  Commis- 
sion's prior  determination,  arrived  at  in  its  October  27th  letter  to  the  NASD.^" 
On  November  19th,  the  Commission  issued  its  formal  letter  of  non-disapproval 
of  the  NASD  rule  changes.** 

Before  the  rule  change  became  effective.  Donald  E.  Weeden,  Chairman  of  the 
Board  of  Weeden  and  Co.,  a  leading  third-market  firm,  challenged  the  NASD's 
action  on  the  basis  that  it  represented  a  reversal  of  an  earlier  written  assurance 
given  his  firm  by  an  NASD  official  in  December  of  1968  that  third  market  securi- 
ties would  be  included  on  NASDAQ. 

Weeden  stated  in  his  letter  of  October  30  to  the  NASD  that  '"at  the  time  [i.e. 
December  1968],™  I  requested  confirmation  that  no  discrimination  would  be 
practiced  by  the  NASD  in  making  available  the  NASDAQ  system  to  listed  stocks 
which  enjoy  an  active  over-the-counter  market."  He  further  stated  that  he  had 
received  a  prompt  reply  from  the  NASD  stating  that  "no  security  will  be  ex- 
cluded from  consideration  in  the  system  because  it  is  also  listed  on  a  stock 
exchange." 

He  then  questioned  the  procedures  followed  l>y  the  NASD  in  changing  its  rules 
for  including  listed  stocks.  He  stated  that  on  October  23,  1970  : 

'•.  .  .  the  only  documents  given  the  governors  in  soliciting  their  votes  were  the 
letters  from  the  President  of  the  New  York  Stock  Exchange  and  the  American 
Stock  Exchange  to  the  (.'ommission.  the  I'resident's  letter  to  the  Commission,  a 
set  of  the  by-laws  marked  up  to  reflect  the  proposed  boycott,  a  list  of  third  market 
stocks  propo.sed  for  NASDAQ,  and  a  covering  memorandum  expressing  the  belief 
that  the  Commission  would  approve  the  boyoit.  luterestiugly  enough,  in  their 
luiseemly  haste  to  get  ratification  of  ibis  boycott,  the  officers  of  the  NASD  have 
not  waited  to  receive  from  the  Commission  its  written  views.  As  of  this  time, 
I  am  informed,  the  NASD  still  does  not  know  officially  the  Commission's  position. 
Absent  that  written  statement  of  the  Commission's  policy,  I  question  the  pro- 
priety of  the  officers  of  the  NASD  soliciting  the  Governors  in  this  important 
matter  on  the  basis  of  their  guess  of  what  the  Commission  will  or  wi'l  not  do." 

Weeden  went  on  to  point  out  the  action  he  took  to  attempt  to  overcome  this 
decision. 

"On  October  27,  1970.  I  met  with  Messrs.  Teach,  Macklin  and  Derrickson  of 
the  NASD  and  asked  them  to  reconsider  this  ill-conceived,  and  in  my  view,  illegal 
boycott.  My  request  was  refused.  The  same  day  I  met  with  the  Chairman  of  the 
Commission  and  expressed  my  dismay  at  this  abrupt,  apparent  appnival  by  the 
Commission  of  a  boycott  of  tliird  market  securities.  Judge  Budge  informed  me 
that  in  his  opinion  this  was  not  a  reversal  of  position  by  the  Ciuumission  since 
the  comments  previously  expressed  against  any  boycott  of  third  market  securi- 
ties were  those  of  the  staff  of  the  Commission  and  not  the  Commissioners." 

He  also  requested  in  part  that  the  NASD  accede  to  the  following : 

"1.  A  meeting  of  the  Board  of  Governors  be  called  to  permit  full  discussion  of 
the  proposed  amendment  to  Schedule  D  eliminating  third  market  securities  from 
NASDAQ,  and  that  pending  such  meeting,  the  President  be  instructed  to  take  no 
further  action  to  implement  the  exclusion  of  third  market  securities. 

•'2.  A  memorandum  be  prepared  by  the  officers  of  and  counsel  to  the  NASD 
advising  the  membei-ship  on  the  reasons  for  and  legality  of  excluding  third 
market  secui-ities  and  on  the  exclusion  of  third  market  securities  from  the  system 
at  this  late  date.*"  " 

(iordon  Teach.  Chairman  of  the  Board  of  the  NASD,  responded  on  November 
9  that  he  would  present  Weeden's  request  for  a  meeting  to  the  Board.  At  the 
same  time,  he  stated  that  he  must  recommend  to  the  Board  that  the  request  be 
denied  "at  this  time''  and  on  the  basis  that  "no  new  mattei's  have  been  presented 
for  consideration"  that  would  warrant  reconsideration  of  a  decision  that  was 
overwhelmingly  endorsed  by  the  Board.  He  also  stated  that  he  would  present 
to  the  Executive  Committee  of  the  Board  Weeden's  request  for  a  memorandunt 


^'  Official  minutes,  Securities  and  Exchansre  Commission  meetlntr  of  Oct.  27,  1070. 

••"*  Letter  from  Irving  M.  Pollack  to  Gordon  S.  Macklin.  .Tr.,  Nov.  10.  1970. 

•■*'  Letter  from  .Tohn  H.  Hodges.  Jr.,  director,  automated  quotations,  XASD  to  Donald  E. 
Weeden,  cliairman  of  tlie  hoard,  Weeden  &  Co..  Inc.,  Dec.  2.3,  106S. 

*"  Letter  from  Donald  B.  Weeden,  chairman  of  the  board,  Weeden  &  Co.,  Inc.,  to  the 
NASD  board  of  governors,  Oct.  .30.  1968. 
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dealing  with  tlie  reasons  for  and  legality  of  the  exclusion.*^  On  November  27  the 
Executive  Committee  voted  by  telephone  to  deny  the  request  for  a  memorandum, 
but  voted  to  send  the  membership  and  the  press  an  explanation  of  the  Board's 
actions  on  listed  securities.*^ 

On  November  17,  Derrickson  sent  a  memorandum  to  the  members  of  the  Board 
of  Governors  regarding  Weeden's  request  that  the  Board  convene  a  special  meet- 
ing of  all  affected  Association  members  to  disciiss  the  exclusion  of  listed  securi- 
ties from  NASDAQ  at  start  up.  Derrickson  noted  Teach's  opposition  to  such  a 
meeting  and  also  pointed  out  that  the  recent  changes  objected  to  so  strenuously 
by  Weeden  were  still  pending  before  the  Commission. *■■*  On  November  30.  a 
majority  of  the  Board  of  Governors  voted  by  mail  ballot  not  to  convene  a 
special  hearing.** 

On  October  30.  Weeden  also  sent  a  telegram  to  the  SEC  seeking  to  establish  the 
basis  for  Derrickson's  memorandum  of  October  23  to  the  Board  of  Governors 
advising  them  that  the  Commission  would  approve  a  change  in  the  bylaws  per- 
mitting exclusion  of  thii-d  market  securities  at  start  up.  Weeden  requested  copies 
of  all  communications  between  the  SEC  and  the  NASD  and  the  exchanges,  staff 
memoranda,  and  Commission  minutes  on  this  matter.  He  went  on  to  urge  that 
"if  Commission  has  not  already  acted  consenting  to  such  exclusion  of  listed 
securities  from  NASDAQ,  we  request  an  opportunity  to  be  heard  by  all  Com- 
mission personnel  involved  in  the  decision  making  process.  Finally,  if  the  Com- 
mission has  already  acted,  we  request  copy  of  letter,  or  order,  or  minute,  as 
the  case  may  be  setting  forth  such  action  and  the  reasons  therefor."  *^ 

Following  the  discussions  between  Weeden  and  the  Commission  staff  con- 
cerning his  request  for  documents,  Weeden  contacted  the  Commission  again  on 
December  15  requesting  a  response  to  his  October  30  telegram.  He  noted  that  he 
had  discussions  with  the  staff  of  the  NASD  and  the  Commission : 

".  .  .  who  have  been  involved  in  creating  the  NASDAQ  System  and  who  have 
been  concerned  with  its  operation  and  regulation  for  the  pa.st  two  years.  Based 
upon  those  conversations.  I  am  satisfied  that  these  men  know  of  no  "technical, 
operational  or  regulatory  problems"  involved  in  putting  third  market  securities 
on  the  System.  All  that  we  have  in  support  of  this  abrupt  chans:e  of  policy  are 
the  vagaries  contained  in  Messrs.  Saul's.  Haack's  and  Macklin's  letters  to  the 
Commission  under  dates  of  October  9, 13,  and  22,  respectively." 
In  bis  letter  Weeden  also  noted  his  recommendation  to  both  the  Commission 
and  the  NASD  for  a  compromise  solution  in  which  a  balanced  sample  of  30 
or  40  third  market  securities  would  be  included  on  the  system  at  start  up,  that 
within  6  months  there  would  be  a  basis  for  deciding  whether  any  of  the  alleged 
problems  existed.  Weeden  also  requested  the  SEC  to  call  a  public  hearing  prior 
to  the  start  up  of  NASDAQ  to  consider  this  proposal.*" 

On  .January  12.  1971.  the  Commission  re.sponded  to  Weeden's  communications 
of  October  30  and  December  1.5.  A  letter  from  Chairman  Budge  advised  that  with 
resiwct  to  the  request  for  all  dociunents  iD^rtaining  to  the  exclusion  of  listetl 
stocks  from  NASDAQ,  the  Commission  would  provide  many  of  the  documents 
Weeden  sought,  primarily  communications  and  records  of  discussions  between 
the  Commi.ssion  and  the  NASD  and  the  Exchanges.  However.  Budge  went  on 
to  state  "there  are  certain  other  materials  as  to  which  the  Commission  believes 
an  exemption  is  applicable  (under  the  Freedom  of  Information  Act)  and  which 
the  Commission  has  detennined  not  to  make  publicly  available."*'  These  docu- 
ments included  memoranda  from  the  Divi.sion  to  the  Commission  with  re.spect 
to  the  NASDAQ  System  and  minutes  respecting  the  Commission's  consultations 
with  and  directions  to  its  staff.  Other  documents  reflecting  the  Commission'.? 
determinations  were  made  available  to  Weeden  on  .January  12.  1971. 

These  protests  were  followed  by  a  legal  challenge  from  another  third  market 
firm.  On  December  14.  1970.  Shumate  and  Company,  a  Dallas.  Texas  NASD 
firm,  filed  a  complaint  in  the  Federal  Court  in  the  northern  district  of  Texas 
alleging  that  those  members  of  the  NASD  Board  of  Governors  who  are  associated' 


«  Lettpr  from  Gordon  L.  Teach,  cliairiiian.  NASD  board  of  crovprnors  to  Donald  E. 
wppdeji.  Xov.  f».  inyo  nt  t^ 

*-  Official  minutes,  NASD  executive  committee  meeting  bv  telephone.  Nov.  27.  1970. 

«°  Memorandum  from  Lloyd  .T.  Derrickson,  vice  president  and  general  counsel,  NASD  to 
members  of  the  NASD  board  of  covernors.  Nov.  17,  1970. 

"  Official  minutes.  NASD  board  of  sovernors  meeting  bv  mail.  Nov.  P.O.  1970. 

<5  Telegram  from  Donald  K.  Weeden.  chairman  of  the  board,  Weeden  &  Co.,  Inc.,  to 
Orval  L.  DuBois.  Seeretar.v.  SEC,  Oct.  .SO,  1970. 

i"  Letter  from  Donald  V].  Weeden  to  the  Commission.  Dec.  1.5,  1970. 

*'  Letter  from  Hamer  H.  Budge,  Chairman,  SEC,  to  Donald  B.  Weeden,  Jan.  12,  19T1. 
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with  New  Yoi'k  Stock  Exchange  member  firais  succeeded  in  getting  the  Board 
of  Governors  to  reverse  the  NASD's  earlier  decision  that  listed  securities  would 
be  included  in  NASDAQ.  That  reversal,  Shumate  claimed,  violated  the  Sherman 
and  Clayton  Acts. 

Shumate  alleged  that,  after  learning  of  the  NASD  policy  reversal,  he  talked 
by  telephone  to  Macklin  urging  that  the  NASD  revert  to  its  original  policy  of 
including  listed  stocks.  He  stated  that  his  plea  was  rejected,  and  that  he  then 
applied  to  become  a  marketmaker  in  two  listed  securities.  Shumate  alleged  that 
this  application  was  rejected  on  the  grounds  that  listed  securities  were  ineiigible. 

Shumate  then  proceeded  to  raise  several  other  issues  concerning  the  conduct 
of  the  NASD's  officers  and  directors  in  excluding  exchange  listed  stocks  from 
NASDAQ. 

First,  Shumate  charged  that  the  initial  telephone  vote  of  the  NASD  Executive 
Committee,  all  six  of  whom  represented  NYSE  member  finus,  constituted  an 
arbitrary  repeal  of  NASD  bylaws  that  had  been  speciflcally  amended  in  1968 
by  a  vote  of  a  full  membership  and  had  already  become  effective  under  Section 
15A  of  the  Securities  Exchange  Act  of  1934. 

Second,  Shumate's  suit  claimed  that  events  leading  up  to  the  exclusion  of 
listed  securities  from  NASDAQ  raisetl  doubts  about  the  '"degree  of  independence" 
of  NASD  officers  and  whether  the  NASD  "as  presently  organized  under  its  by-laws 
providing  for  the  election  of  its  Board  of  Governors  can  ever  be  operated  and 
managed  apart  from  the  economic  power  and  imderlying  influence  of  exchange 
brokerage  firms". 

The  complaint  requested  tliat  the  court  "return  management  of  the  affairs  of 
the  NASD  to  members  who  will  not  discriminate  and  conspire  against  over-the- 
counter  brokers  and  dealers".  To  accomplish  this,  Shumate  urged  the  court  to 
order  a  revision  of  NASD  bylaws  to  provide  that  at  least  a  majority  of  the 
Board  of  Governors  be  broker-dealers  who  are  not  members  of  either  the  NYSE 
or  AMEX  and  that  election  to  the  Board  shall  be  only  by  the  full  NASD  member- 
ship at  open  annual  meetings  without  use  of  district  nomination  committees.*^ 

Meanwhile,  commencing  in  October  1970,  officers  of  the  NASD  met  with 
Weeden  to  discuss  the  problems  of  delay  in  the  inclusion  of  listed  securities. 
On  tbe  basis  of  these  discussions,  the  NASD  officers  agreed  to  present  to  the 
Board  a  proposal  for  a  test  of  listed  securities  in  the  NASDAQ  system.  On 
January  13,  1971,  the  NASDAQ  Committee  met  and  recomended  the  Board  con- 
sider inclusion  of  a  test  group  of  third  market  securities. 

At  a  meeting  of  the  Executive  Committee  of  the  Board  of  Governors  of  the 
NASD  on  January  16.  1971  the  discussion  "included  consideration  of  a  request 
submitted  by  Weeden  &  Company  and  a  proposal  that  test  runs  be  made  by  includ- 
ing a  control  group  of  listed  securities  in  the  system,  the  time  periixl  which 
would  be  established  before  such  test  runs  were  made,  and  the  impact  of  a  pending 
class  suit  filed  by  Shumate  &  Company,  Inc.  and  steps  to  be  taken  in  connection 
therewith.  It  was  the  consensus  that  the  Committee  was  not  prepared  to  make 
any  finn  commitments  but  that  the  Board  of  Governors  should  be  re<iuested 
to  give  consideration  to  the  pos.sibility  of  holding  open  hearings  to  obtain  the 
viewpoints  of  all  interested  parties."  *" 

After  a  prolonged  discussion  of  the  inclusion  of  listed  stocks  at  its  January  19 
meeting,  the  Board  of  Governors  voted  to  direct  the  Automation  Commirtee  to 
study  the  regulatory,  technical,  and  administrative  problems  inherent  in  includ- 
ing listed  stocks  in  NASDAQ,  and  based  on  this  study,  to  "formulate  a  plan  for 
a  test  of  a  controlled  group  of  listed  stocks  for  inclusion  in  the  .system  after 
start  up".  The  Board  imstructed  the  committee  to  report  its  conclusions  and 
plan  to  the  Board  members  before  its  next  meeting  in  mid-March.^ 

On  February  8,  the  NASDAQ  system'went  into  operation. 

On  March  13,  the  NASD  Board  of  Governors  met  again  in  Washington  to 
consider  the  proposed  test  presented  to  it  by  the  Automation  Committee.  The 
Board  then  adopted  a  resolution  amending  part  II  of  Schedule  D  by  adding 
a  new  paragraph  to  it  stating : 

Notwithstanding  the  eligibility  standards  set  forth  in  part  II  of  Schedule  D, 
the  Board  of  Governors  may  at  any  time  and  from  time  to  time  authorize  use  of 


*^  Shumate  <(■   Compnnii,  Tnc.  v.   Xotional  Asf:ociatwn  of  Securities  Dealers,  Inc.,  Civil 
No.  C.A.-J.3-4.'3fil-C /D  fX.D.  Tex.,  fileil  Feb.  1.  1971). 

^»  Minutes,  NASD  pxpciUive  commit  tee  meeting.  Jan.  Ifi,  1971. 

w  Official  minutes,  NASD  board  of  governors  meeting,  January,  1971  at  18. 
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the  system  on  a  test  basis  for  whatever  studies  it  considers  necessary  and 
appi-opriate."  ^^ 

Pursuant  to  this  provision  the  Board  voted  to  include  a  controlled  group  of 
36  exchange-listed  securities  in  NASDAQ  on  a  test  basis  for  a  period  of  90  to  180 
days  beginning  on  April  5,  1971.  The  NASD  stated  that  the  test  was  to  be  under- 
taken in  order  that  it  might  closely  study  possible  problems  before  making  a 
decision  as  to  the  permanent  inclusion  of  listed  stocks  on  the  system. 

(In  March  17,  the  Board  of  Governors  formally  filed  the  amendments  sanc- 
tioning the  limited  test  of  third  market' securities  with  the  Commission.^'  The 
Commission  issued  its  letter  of  non-disapproval  on  March  23,  1971."'' 

Three  days  before  the  April  5  start  of  the  NASD's  third  market  test,  Robert  W. 
Ilaack,  President  of  the  New  York  Stock  Exchange,  wrote  the  Commission  to  ex- 
press the  Exchange's  continued  concern  that  the  inclusion  of  listed  securities  in 
NASDAQ  would  create  "an  area  of  unequal  regulation"  that  would  be  "inimical 
to  the  interests  of  investors  and  the  concept  of  a  central  marketplace".  As  a  re- 
sult, such  inclusion  of  listed  securities  had  the  "potential  of  serious  and  acceler- 
ated erosion  of  roLctihitory  standards  for  listed  securitu's." 

Haack  first  questioned  whether  trades  in  listed  securities  that  result  from  quo- 
tations on  NASDAQ  wouhl  be  subject  t(!  the  same  disclosure,  surveillance,  and 
regulaiiiMi  that  exist  f(n-  trades  on  the  Exchange.  For  example,  he  alleged  that 
third  marketmakers  on  NASDAQ  were  not  reipiired  to  adhere  to  regulation 
"similar  or  comparable"  to  that  affecting  Exchjinge  specialists.  He  then  noted 
that  third  marketmakers  could  begin  or  end  the  making  of  markets  at  any  time 
wliile  exchange  specialists  must  stand  ready  to  maintain  fair  and  orderly  markets 
at  all  times.  In  addition,  he  pointed  out  that  while  Exchange  specialists  are  bound 
ly  rules  restricting  short  selling.  NASDA(^>  marketmakers  are  not  subject  to  the 
same  restraints.  As  a  result  of  this  uneven  regulation,  Plaack  stated  his  concern 
that  steps  must  be  taken  to  prevent  transactions  in  listed  securities  through 
NASDAQ  from  eroding  the  effectiveness  of  trading  halts  and  other  measures  that 
inhiliit  excessive  speculation."'* 

Ralrih  Saul,  President  of  the  American  Stock  Exchange,  wrote  to  the  Com- 
mission on  April  .">.  reiterating  his  previous  objection  to  the  inclus-ion  of  listed 
securities  and  urging  tb.at  the  SEC  "hold  a  public  hearing  for  the  purpose  of  es- 
taltlishing  a  sound  factual  basis  for  its  determinations"  in  the  approval  of  the 
NASD's  third  market  test.'' 

(^n  .Tune  5,  Chairman  William  J.  Casey,  on  behalf  of  the  Commission,  sent  an 
identical  response  to  l)oth  Haack  and  Saul.  He  stated  that  "we  have  discussed 
the  many  possible,  legal.  stru<'tnral.  and  economic  implications  of  the  inclusion 
of  listed  securities  in  tlie  XASD.MJ  system  and  found  that  it  is  too  early  to  arrive 
at  any  hard  conclusions.  As  a  lesult,  the  Commission  has  approved  the  limited 
and  temporary  third  market  study  with  the  consideration  that  "the  Association 
will  specifically  consider  during  the  course  of  its  study  many  of  the  regulatory 
questions  you  raise  in  your  correspondence  of  this  matter."  ^ 

The  NASD  Board  of  Govenors  met  on  September  21.  1971  to  review^  the  results 
of  the  first  5  months  of  its  third  market  study.  On  the  basis  of  these  results,  the 
Automation  Committee  recommended  that  the  test  i">eriod  be  extended  to  Janu- 
ary 1.3,  1972  and  that  tlie  system  begin  listing  all  third  market  securities  which 
have  two  marketmakers  and  would  otherwise  qualify.  The  Committee's  recom- 
mendation was  approved  by  the  Board." 

It  was  also  agreed  by  the  Board  that  although  the  third  market  test  would 
end  on  January  1.5,  the  securities  included  in  that  test  v^-ould  continue  to  l>e 
listed  in  the  system  pending  completion  of  the  analysis  of  the  data  and  conclusions 
olitained  from  its  study. 

The  amendments  to  Schedule  D  filed  by  the  NASD  in  March  1971  sanctioning 
the  planned  third  market  test  provided  the  Association  with  broad  authority  in 
conducting  its  study.  Expansion  of  the  study,  therefore,  did  not  require  the  Com- 


"^  Rpfiohition  of  thp  NASD  hoard  of  jrovernors  dntpcl  Mnr.  l.S,  1971. 

°2  Letter  from  Gordon  S.  Maoklin.  .Tr.,  president,  NASD  to  Ernest  L.  Dessecker,  records 
and  SE^rvice  officer,  SEC,  March  17,  l!t71. 

»■■*  Letter  of  Irviii?  M.  Pollack.  Director,  SEC  Division  of  Trading  and  Markets  to 
Gordon  S.  Macklin,  Jr.,  president.  NASD,  Mar.  2.".  1971. 

='  Letter  from  Robert  W.  Haack,  president,  New  York  Stoe)c  Exehanse  to  the  Commission, 
Apr.  2.  1971. 

^"^  Letter  from  Ralph  S.  Sanl,  president,  American  Stock  Exchanffe  to  the  Commission, 
Apr.  ."),  1971. 

=«  Letters  from  William  .T.  Casey,  Chairman,  SEC  to  Robert  W.  Haack  and  Ralph  S. 
Sanl.  .Tune  7.  1971. 

"  Official  minutes,  NASD  hoard  of  governors  meetinir,  September  1971  at  12. 
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mission  to  make  a  formal  finding  of  non-disapproval  under  Section  15A(j).  As  a 
result,  the  NASD  expanded  its  e\i>eriment  with  listed  securities  by  authorizing 
inclusion  of  any  listed  issue  in  which  two  firms  registered  as  marketmakers 
providing  the  issue  met  all  other  NASDQ  qualifications.^ 

On  April  28,  1972,  the  NASD  published  a  44-page  rerK)rt  setting  forth  the  find- 
ings of  its  study.  The  NASD  stated  that  its  evaluation  had  two  primary  objectives : 

"first,  a  determination  of  the  characteristics,  size  and  significance  of  the  "third 
market."  i.e.  over-the-counter  trading  of  listed  securities;  and  second,  analysis 
of  changes  which  may  have  occurred  as  a  result  of  including  exchange-listed  issues 
in  the  NASD  automated  quotation  system."  ™ 

The  study  thus  concluded  that : 

"The  findings  in  response  to  the  first  objective  seem  clear.  The  third  market 
is  growing  in  importance.  Third  market  makers  who  do  any  significant  amount 
■of  principal  trading  are  well  capitalized.  Issues  traded  in  this  market  are  pri- 
marily of  institutional  interest.  Investors  able  to  deal  directly  with  third  market 
makers  realize  significant  savings  over  the  cost  of  executing  trades  on  exchanges. 
Non-exchange  member  broker-dealers  are  able  to  provide  order  executions  at 
prices  comi>etitive  with  prevailing  exchange  prices,  and  retain  most  of  the  mini- 
mum commission  charge  when  dealing  with  third  market  makers  on  an  agency 
basis  for  retail  customers.  The  new  NYSE  minimum  commission  rates  are  not 
likely  to  have  a  significant  effect  on  the  over-the-counter  proportion  of  trades  in 
the  exchange-listed  issues. 

"As  to  the  second  objective,  no  deleterious  effects  on  the  general  market  struc- 
ture have  been  observed  following  inclusion  of  exchange-listed  issues  in  NASDAQ. 
The  NASDAQ  third  market  makers  handle  blocks  with  no  more  disturbance  to 
prices,  and  sometimes  less,  than  occurs  in  the  NYSE.  Less  than  10  percent  of 
liirge  trades  (5.000  shares  or  more)  by  market  makers  are  executed  on  exchanges. 
Short  sales  by  customers  to  market  makers  are  minimal.  Short  sales  by  market 
makers  on  regional  exchanges  represent  about  the  same  proportion  of  total  trans- 
actions as  in  the  over-the-counter  market.  And,  short  sales  by  the  third  market 
makers  are  generally  at  a  price  above  the  last  price  on  the  primary  exchange. 
Tlie  willingness  f)f  third  market  makers  to  sell  short  in  response  to  buy  orders 
contributes  to  the  stability  of  the  market  by  offsetting  balances  between  the  ar- 
rival of  buy  and  sell  orders.  No  short  sales  were  effected  by  market  makers  on 
tliH  i>rimary  exchange  for  the  NASDAQ  included  issues. 

"M(u-eover,  the  high  degree  of  comix'tition  between  NASDAQ  and  exchange 
quotations  has  had  a  -small  but  significant  effect  in  reducing  dealer  spreads  for 
issne-<  included  in  NASDAQ."  '" 

<■  Ml  May  ;>.  the  Board  of  Governors  unanimously  voted  to  include  Exchange- 
listed  securities  in  NASDAQ  on  a  i)ermanent  basis."^ 

( tn  .Inly  7.  the  NASD  filed  for  formal  Commission  review  its  amendments  pro- 
viding for  tlie  permanent  inclusion  of  listed  stocks.  As  part  of  this  filing,  the 
NASI )  advised  the  Commission  : 

•Just  prior  to  the  beginning  of  system  operation  we  expressed  some  concern 
over  the  potential  technical  and  regulatory  impact  of  including  listed  securities 
in  the  System.  However,  after  collecting  the  data  for  one  year  in  listed  securi- 
ties quoted  on  a  test  basis  and  also  having  had  a  year  of  operating  exnerience 
with  the  System,  it  wa?  the  opinion  of  the  As.sociation  that  these  potential  ditfi- 
cnlties  have  been  overcome."  ^^ 

Issues  and  Questioxs 

The  decision  on  the  inclusion  of  listed  stocks  in  NASDAQ  had  important 
ramifications  for  the  future  of  the  securities  indu.stry.  Under  the  Securitie.s 
Exchange  Act  of  1034.  the  decision  was  to  be  made  by  the  NASD,  subject  to 
a  ])ower  of  disapproval  by  the  SEC.  Yet  the  history  of  the  decision-making 
proit-ss  indicates  that  neither  of  the  agencies  involved  had  a  clear  idea  of  what 
factors  should  be  taken  into  account  and  what  procedures  should  be  followed 
t<i  arrive  at  a  sensible  and  fair  result. 


'"Ifl.  at  12. 

»  The  NASDAQ — thlrrl  market  stiuly,  NASD.  Apr.  2S,  1971  at  foreword. 
«"Td.  at  1. 

*i  Official  minutps,  NASD  hoard  of  governors  nieetinff.  ATay.  1972  at  12. 

"2  Letter  from  Gordon  S.  Macklin,  Jr.,  president,  NASD  to  Ernest  L.  Dessecker,  records 
and  service  officer,  SEC,  .Tuly  7,  1972. 
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SCOPE   OF    SELF-REGULATORY    RESPONSIBILITY 

One  question  is  whether  a  decision  of  this  nature  was  one  which  the  NASD 
was  equirped  to  make.  The  NASD's  principal  job  is  regulation  of  the  activities 
of  its  members.  Bj^  law  it  must  be  open  to  all  qualified  broker-dealers.  In 
NASDAQ,  it  was  for  the  first  time  engaging  in  the  operation  of  a  market  in- 
formation system  that  was  to  .some  extent  competitive  with  the  market  infor- 
mation systems  operated  by  stock  exchanges.  The  NASD  membership  included 
firms  whose  principal  activity  is  in  the  exchange  markets  as  well  as  firms  who 
deal  exclusively  in  the  over-the-counter  market. 

Ai-e  self-regiilatory  organizations  in  a  position  to  reach  fair  and  constructive 
decisions  on  questions  which  involve  largely  economic  issues  between  different 
classes  nf  members,  or  between  members  and  non-members? 

Should  the  NASD  "promote"  the  intei'ests  of  the  over-the-counter  market  in 
competition  with  exchange  markets,  in  the  same  manner  as  the  exchanges 
"promote"  the  interests  of  their  markets? 

If  so.  to  what  extent  shf)uld  firms  whose  principal  economic  attachment  is  to 
the  excliange  markets  be  permitted  to  participate  in  decisions  involving  inter- 
market  competition? 

SELF-REGULATORY   DECISIONMAKING 

Assuming  that  the  NASD  was  the  appropriate  body  to  make  the  initial  de- 
cision, there  is  a  question  whether  the  procedures  it  followed  were  fair  to  all 
interested  parties.  The  memorandum  sent  to  NASD  members  in  November  1968 
to  solicit  their  approval  of  the  NASDAQ  system  indicated  that  listed  securities 
would  be  considered  for  inclusion  if  they  met  "established  standards."  One 
third  market  firm  stated  that  it  had  received  written  assurance  from  an  NASD 
ofl^cial  that  they  would  be  included. 

Should  the  decision  on  inclu.sion  of  listed  securities  have  been  submitted  to 
the  full  NASD  membership  or  decided  by  the  Board  of  Governors? 

Did  the  membership  vote  on  the  by-law  changes,  in  light  of  the  language  in 
the  attHched  memorandum,  constitute  a  membership  decision  in  favor  of 
inclusion? 

Shduld  the  decision  have  been  subject  to  reversal  by  the  Board  of  Governors 
of  the  NASD  without  a  resolicitation  of  the  membership  and  an  opportunity 
for  imblic  comment? 

COMMISSION    PROCEDURE   FOR   REVIEWING    NASD   RULEMAKING 

The  SEO's  action  in  1968-70,  first  preventing  the  NASD  from  excluding 
listed  securities,  and  then  acquiescing  in  such  exclusion,  were  products  of  the 
"informal  bargaining  process"  which  has  generally  characterized  the  SE€'s 
relationship  with  the  self-regulatory  agencies.  Not  only  was  there  no  public 
hearing,  but  at  no  point  during  the  entire  period  was  a  public  statement  made 
that  the  Commission  had  made  a  decision  on  the  issue — much  less  what  the 
decision  was,  when  it  was  made,  and  what  it  was  based  on.  The  staff,  in  its 
communicntions  with  the  NASD,  repeatedly  referred  to  positions  as  those  of 
the  "Commission."  However,  a  new  Chairman  in  1970,  who  had  been  a  member 
of  the  Commission  throughout  the  period,  was  reported  to  have  said  that  it  was 
on'y  the  staff  that  had  oppo.sed  the  NASD's  proposal  to  exclude  listed  securities. 

In  view  of  the  controversy  over  the  subject,  should  the  SEO  have  conducted  a 
formnl  iiroceeding  before  reaching  a  decision  in  1968? 

Whether  the  196S  position  was  in  fact  only  a  staff  position,  or  reflected  a 
Commission  decision,  should  the  SEC  have  conducted  a  formal  proceeding 
before  reversing  that  position  in  1970? 

Does  the  confusion  over  what  the  SEC  had  or  had  not  done  indicate  the  need 
for  more  "formal"  procedures  in  passing  on  questions  of  this  nature? 

The  strongest  proponents  and  strongest  opponenks  of  inclusion  of  listed  se- 
curities were  equally  vehement  in  calling  for  a  full  pul)Iic  consideration  of  the 
issues  involved. 

Woubl  a  full  public  hearing  likely  have  produced  a  prompter  and  more  or- 
derly decision  in  favor  of  the  test  by  which  the  questions  were  ultimately 
aii-nen.(l?  :\Iight  it  have  produced  a  decision  against  the  conduct  of  such  a  test? 

Wliifh  side  should  have  had  the  "burden  of  proof"  in  any  public  proceeding 
on  this  question?  Should  tlie  proponents  of  inclusion  of  listed  securities  have 
been  required  to  provide  nffirmative  juistification  for  their  position  to  overcome 
concern  iilxuit  adverse  changes  that  might  result?  Could  they  do  so?  Or  should 
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the  opponents  have  been  required  to  present  evidence  of  specific  dangers  to  over- 
come the  concern  about  the  anti-competitive  impact  of  their  position?  Could  they 
do  so? 

ARTICULATION    OF   REGULATORY   POLICY   FIJN'DINGS    BY    NASD   AND    SEC 

In  its  final  reports  on  the  results  of  its  test  of  listed  securities  in  NASDAQ,  the 
NASD  found  "no  deleterious  effects"  and  approved,  apparently  without  serious 
controversy,  the  permanent  inclusion  of  listed  securities  in  the  system.  Yet,  as 
late  as  October  1971,  the  position  of  the  NASD  Board,  acquiesced  in  by  the  SEC, 
^^as  that  listed  securities  should  not  be  included  in  NASDAQ.  The  ultimate  con- 
clusion indicates  that  the  concerns  which  led  to  the  earlier  decision  may  not  have 
been  warranted. 

To  what  extent  did  the  emphasis  on  negative  aspects  of  the  inclusion  of  listed 
securities  result  from  the  absence  of  public  input  on  the  merits  of  the  issue,  or 
the  influence  of  groups  opposed  to  such  inclusion?  (In  other  words,  would  the 
decision  likely  have  been  different  if  there  had  been  a  full  public  hearing  on  the 
suliject?) 

What  were  the  principal  factors  that  led  the  NASD  Board  to  change  its  posi- 
tion in  early  1971  to  favor  a  prompt  test  of  listed  securities? 

Is  there  any  rational  procedure  by  which  speculative  regulatory  problems  can 
be  weighed  against  speculative  consequences  of  restraint  on  competition?  Should 
there  be  a  general  presumption  for,  or  against,  competition  in  the  decision-mak- 
ing pi-ocess  of  the  SEC  and  the  self-regulatory  organizations? 

Is  it  likely  that  the  NASD  Board  would  have  reached  its  earlier  position  on  the 
exclusion  of  listed  securities  if  it  had  been  required  to  state  publicly  the  reasons 
for  its  decision  and  the  regulatory  needs  which  justified  the  competitive  restraint? 

ADEQUACY   OF  PKOCEDURES  FOR   CONSIDERATION   OF  ANTITRUST  LEGISLATION   OF   SELF- 
REGULATORY   RULEMAKING 

The  issue  of  inclusion  of  listed  securities  had  significant  competitive  implica- 
tions. The  SEC  opposition  to  the  NASD's  original  attempt  at  exclusion  was  ap- 
parently based  largely  on  competitive  considerations.  The  new  position  taken  by 
the  SEC  in  October-November  1970,  however,  was  adopted  without  any  recorded 
reference  to  consideration  of  antitrust  questions.  The  subsequent  agreement  by 
the  NASD  Board  to  a  test  of  listed  securities  in  NASDAQ  followed  the  bringing 
of  a  private  antitrust  suit  against  the  NASD  by  one  brokerage  firm  and  a  threat 
of  such  action  by  third-market  makers.  At  no  time  was  the  Department  of  Justice 
consulted  with  respect  to  the  anti-competitive  aspects  of  the  proposed  exclusion 
of  listed  securities. 

Sliould  m(H-e  formalized  procedures  be  developed  for  considering  the  antitrust 
questions  involved  in  a  decision  of  this  type?  Who  shovdd  participate  in  those 
procedures,  and  on  what  basis? 

Did  tlie  availability  of  private  relief  under  the  antitrust  law  have  a  significant 
effect  on  the  final  resolution?  Was  it  a  constructive  effect? 

Senator  Williams.  I  personally  believe  this  kind  of  detailed  ob- 
jective recitation  of  the  facts  exemplified  by  this  case  study  gives  the 
Su1:)Committee  and  the  public  a  clearer  view  of  how  the  regulatory 
process  system  is  currently  operating  and  where  its  principal  weak- 
nesses lie. 

Our  witnesses  today  are  representatives  of  the  two  agencies  which 
are  responsible  for  the  decisions  on  this  question.  From  the  Securities 
and  Exchange  Commission.  Commissioner  Philip  A.  I^omis,  Jr..  who 
has  been  a  member  of  the  Commission  since  August  13,  1^971  and  was 
general  counsel  of  the  Commission  during  most  of  the  period  covered 
by  this  study  is  one  of  our  witnesses. 

'  Eepresenting  the  National  Association  of  Securities  Dealers,  Gor- 
don S.  IMacklin,  president,  and  Lloyd  Derrickson,  senior  vice  presi- 
dent and  general  cotmsel. 

I  knowyoii  have  been  furnished  with  copies  of  the  case  study,  in- 
cluding a  statement  of  the  issues,  and  I  laiow  that  you  were  given  an 
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opportunity  to  review  a  draft  of  this  study  to  be  sure  that  it  was 
an  accurate  statement  and  report  of  what  took  place. 

I  certainly  appreciate  your  cooperation  with  the  subcommittee  in 
this  matter  and  of  course  in  matters  prior  to  this.  You  have  been  very 
helpful  in  furnishing  so  much  of  the  information  on  which  the  study 
is  based. 

Our  purpose  this  afternoon  is  not  to  criticize  anybody  or  to  fix 
responsibility  for  any  deficiencies  in  past  performance,  but  to  see  how 
we  can  improv^e  the  system  for  the  future. 

Basically  we  want  your  help  in  reconstructing-  the  process  by  which 
these  decisions  were  made  as  well  as  your  views  as  to  what  changes 
in  the  law  possibly  are  desirable  to  improve  that  process. 

In  addition  to  receiving  your  testimony  this  afternoon,  we  plan 
to  send  copies  of  the  case  study  to  otlier  people  who  had  an  interest  in 
these  decisions,  as  well  as  send  it  to  disinterested  observers  of  the  ad- 
ministrative process  and  get  their  views  on  questions  raised  by  the 
case  study. 

Let  us  begin. 

Commissioner  Loomis,  you  seem  poised  and  ready  to  go. 

STATEMENT  OF  PHILIP  A.  LOOMIS,  JE.,  COMMISSIONEE, 
SECURITIES  AND  EXCHANGE  COMMISSION 

Mr.  LooMis.  I  hope  so. 

First  I  want  to  thank  the  committe  and  its  staff  for  furnishing  us  a 
copy  of  the  case  study  and  of  prior  drafts  so  we  could  understand  the 
issues  that  are  to  be  raised,  and  I  think  an  excellent  job  was  done  by  the 
staff,  while  this  doesn't  mean  that  we  necessarily  agree  in  every  respect 
with  every  interpretation  of  the  circumstances. 

I  have  a  pre]:>ared  statement  which  is  not  directed  particularly 
to  this  or  any  other  case  study,  but  to  the  general  issue  which  is  being 
explored  by  means  of  these  studies.  I  would  like  to  read  parts  of  it,  at 
least,  and  submit  it  for  the  record. 

Senator  Williams.  Fine. 

Mr.  LooMis.  Mr.  Chairman  : 

As  ]mrt  of  your  committee's  overall  examination  of  the  securities 
markets  and  their  evolution  and  regulation,  you  are  interested,  and 
properly  so,  in  the  decisionmaking  ]:)rocesses  used  by  the  self -regulatory 
bodies  and  in  the  manner  in  which  the  Commission  exercises  super- 
vision and  oversight  o^-er  these  decisions. 

The  use  of  case  studies  should  produce  a  more  concrete  exposi- 
tion of  the  decisionmaking  processes  at  work  than  would  be  likely  to^ 
result  from  a  general  or  theoretical  discussion  of  that  ])rocess,  "and 
I  am  yery  liappy  to  have  an  opportunity  to  participate  in  what  should 
be  ar^  illuminating  analysis. 

At  the  same  time,  the  examples  you  have  chosen,  wliile  very  interest- 
ing, are  by  no  means  typical  of"  the  type  of  decisions  made  by  the 
self -regulatory  bodies  or  by  the  Commission,  primarily  because  they 
related  either  to  activity  by  a  self -regulatory  body  which  has  repercus- 
sions l^eyond  the  normal  scope  of  its  activities  or  else  relate  to  a 
matter  which  is  to  a  considerable  degree  outside  the  existing  pattern 
of  the  securities  regulation. 
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At  the  outset  I  would  like  to  couiment  briefly  on  the  decisionmaking 
processes,  botJi  of  the  self-regnlatoiy  bodies  and  of  the  Commission 
ui  the  exercise  of  oversight  of  their  actions. 

The  Securities  Exchanoe  Act  of  1934  says  very  little  about  the  inter- 
nal decisionmaking  processes  of  the  self -regulatory  bodies  as  distinct 
from  the  substantive  standards  to  which  their  decisions  must  con- 
form. That  act  includes  general  principles,  such  as  "fair  administra- 
tion" and  "fair  representation/' 

The  general  decisionmaking  pattern  for  these  bodies,  which  appears 
to  have  been  contemplated  and  as  it  has  evolved,  seems  to  be  modeled 
on  that  generally  prevailing  in  the  Imited  States  among  private  as- 
sociations or  corjwrations  formed  not  to  conduct  business  for  profit,, 
but  to  provide  services  or  other  benefits  to  their  members  or  to  the 
general  public  or  both. 

The  pattern  includes  a  governing  lx)ard  elected  by  the  members  and 
a  staff  assigned  to  serve  the  board  and  cari-y  out  its  decisions. 
Structural  or  major  decisions  such  as  amendments  to  the  constitution 
and  bylaws  and  significant  substantive  rules  require  approval  by  vote 
of  the  membership. 

These  bodies  do  not  act  just  like  Government  agencies,  and  I  think 
this  distinction  is  essentialto  the  concept  of  self -regulation.  This  does 
not  mean  that  the  decisionmaking  processes  of  the  self-regulatoiy 
bodies  cannot  be  improved. 

There  is  an  increasing  awareness  that  their  decisions  affect  persons 
other  than  their  members,  and  that  the  voices  of  these  other  persons 
should  be  heard. 

The  self-regulatory  bodies  are  moving  in  various  ways  to  meet  this 
need. 

The  NASD  is  increasingly  exposing  proposed  rules  for  public  com- 
ment, a  thing  they  never  did"  a  few  years  ago,  and  the  major  exchanges 
and  the  NASD  "are  significantly  expanding  public  participation  in 
their  governing  boards. 

Further  impro\^ements  will  no  doubt  follow.  I  do  not  think,  however, 
that  the  self -regulatory  bodies  should  be  saddled  with  the  whole 
panoply  of  (Tovernment  administrative  procedure.  I  doubt  if  it  would 
be  suitable  for  a  nongovernmental  organization,  and  I  know  as  a  Gov- 
ernment official  for  a  good  many  years,  and  as  a  member  of  the  Ad- 
ministrative Conference  of  the  United  States  since  1968,  that  the  field 
of  Government  administrative  procedure  is  not  without  serious  prob- 
lems, including  delay,  cumbersome  formalities,  and  unnecessaiy  ex- 
pense for  all  concerned. 

Turning  to  Commission  supervision  or  oversight,  this  can  be  ex- 
ercised, as'vou  know,  in  a  variety  of  ways.  Your  concern,  however,  for 
purposes  o'f  the  present  case  studies,  is  with  Commission  oversight  or 
supervision  of  decisions  made  by  the  self-regulatory  bodies,  whether 
expressed  in  rules  or  otherwise. 

I  just  wanted  to  point  out  that  this  tvpe  of  oversight,  while  signifi- 
cant, is  by  no  means  the  only  tvpe  which  exists  and  is  exercised. 

With  respect  to  the  rules  of  the  self-regulatory  organizations,  the 
Commission's  authority  under  existing  law  is  somewhat  limited.  The 
existing  statutory  pattern  for  oversight  has  grown  up  piecemeal 
over  the  years  since  1934  and  contains  quite  a  number  of  gaps  and 
inconsistencies. 
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_  In  ]\Iay  of  this  year,  we  transmitted  to  the  Congress  draft  legisla- 
tion which  we  believe  will  provide  not  only  a  more  consistent  pattern 
but,  perhaps  more  importantly,  would  allow  the  Commission  to  exer- 
cise considerably  more  effective  oversight  with  respect  to  rulemaking 
by  the  self -regulatory  bodies,  and  would  avoid  situations  where  the 
Commission  simply  cannot  act  at  all  where  it  probably  should. 

One  of  your  case  studies  may  present  this  type  of  problem. 

The  deficiencies  in  the  statutory  pattern  for  oversight  have  been  dis- 
cussed for  many  years.  I  will  not  attempt  to  go  through  this  back- 
ground except  to  refer,  in  the  light  of  present  concern  about  the  ade- 
quacy of  Commission  oversight,  to  the  fact  that  when,  following  the 
Special  Sutdy,  the  Commission  adopted  rule  lTa-8  requiring  notice  to 
the  Commission  of  proposed  exchange  rulemaking,  a  distinguished 
member  of  Congress  Avho  had  i-esponsibility  for  oversight  of  the  Com- 
mission suggested  rather  pointedly  that,  in  his  judgment,  this  rule 
was  an  undue  and  perhaps  unlawful  intrusion  upon  exchanges"  rule- 
making processes. 

We  would  urge  that  our  proposed  legislation,  which  has  been  intro- 
duced in  the  House  of  Representatives,  be  acted  on  promptly  in  order 
to  further  the  continuing  vigor  and  credibility  of  self-regulation  by 
more  adequate  oversight. 

Partly  because  of  the  lack  of  other  procedures  and  partly  for  prac- 
tical reasons,  Commission  oversight  over  the  decisionmaking  of  the 
self-regulatory  agencies  has  traditionally  been  carried  on  rather  in- 
formally. This  practice  has  been  the  subject  of  some  criticism. 

The  criticism  may  in  ]:>art  be  justified  but  in  large  measure  it  seems 
to  me  to  be  based  on  a  misunderstanding  of  the  nature  and  function  of 
the  Avhole  process. 

Some  observers  view  the  relationship  between  the  Commission,  and, 
for  example,  the  New  York  Stock  Exchange  as  a  self-regulatory  body, 
as  being  essentially  the  same  as  the  relationship  between  a  regulatory 
agency  and  a  regulated  com]:)any,  and  they  seem  to  suggest  that  the 
Commission  should  proceed  in  much  the  same  way  as,  for  example, 
the  Interstate  Commerce  Commission  proceeds  when  regulating  the 
rates  of  a  railroad  company. 

This  analogy  is  not  apt.  The  self-regulatory  agencies,  acting  as 
such,  are  not  simply  regulated  companies  in  a  regulated  industry; 
rather,  pursuant  to  Congressional  mandate,  they  share  with  the  Com- 
mission the  responsibility  for  regulating  an  industry — the  securities 
business. 

^  Once  this  is  appreciated,  there  is  much  to  l^e  said  for  the  Commis- 
sion's traditional  informal  approach  which  is  designed  to  help  the 
self-regulatory  bodies  do  their  part  of  the  job  more  effectively  in  the 
public  interest,  rather  than  confronting  them  as  adversaries  in  an 
arena. 

"When  we  discuss  particular  regulatory  problems  with  the  self- 
regulatory  body,  both  we  and  they  have  an  input  of  factual  informa- 
tion and  insight,  and  a  result  which  reflects  both  their  input  and 
ours  is  not,  as  some  have  suggested,  necessarily  the  product  either  of 
bargaining  or  of  compromise.  This  is  not  to  say  that  there  is  no  need 
for  improvement  in  the  processes  of  our  oversight. 

In  addition  to  the  need  for  statutory  changes  which  I  have  men- 
tioned, there  must  be  awareness  of  some  of  the  unique  characteristics 
and  problems  which  self-regulation  presents.  A  self-regulatory  body 
draws  its  membership  largely  from  members  of  the  regulated  industry. 
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This  is  a  source  of  strensrtli  insofar  as  they  bring  to  the  regnilatory  task 
practical  business  judgnient  and  experience  which  can  hardly  be  dupli- 
cated in  a  government  agency.  .  . 

But  it  also  creates  problems  insofar  as  self-regulatory  decisions 
may  be  influenced  bv  a  desire  to  promote  the  economic  interest  of  mem- 
bers or  of  a  particular  group  of  members  or  by  a  wish  to  preserve 
or  obtain  a  competitive  advantage. 

O^•orsight  should  not  only  insure  but  also  appear  to  insure  that 
reo-ulatorv  decisions  are  not  made  for  other  than  regulatory  purposes. 

Procodures  for  Commission  oversight  of  self-regulatory  action  re- 
quire a  balancino;  between  the  opportunity  for  frank  and  uninhibited 
discussion  of  policy  issues  and  the  need  to  give  all  persons,  whether 
members  or  not,  who  may  be  affected  by  the  action,  a  chance  to  make 
their  views  known. 

In  response  to  this,  the  Commission  has  increasingly  in  recent  years 
developed  procedures  for  public  participation  in  this  process.  We  have 
held  extensive  public  hearings  on  such  significant  questions  as  ex- 
change commission  rates,  institutional  membership  and  the  future 
structure  of  the  securities  markets. 

Folio wino-  the  latest  set  of  hearings,  the  Commission  issued  its 
statement  on  the  future  structure  of  the  securities  markets  in  which  it 
articulated  its  general  conclusions  and  approach,  based  upon  the  record 
thus  made,  to  a  number  of  major  questions  and  also  pointed  out  di- 
rections in  which  it  believed  the  securities  industry  must  move. 

Procedures  must  be  accommodated  to  their  purposes.  Thus  we  be- 
lieve that,  where  the  self -regulatory  bodies  or  the  Commission  or  both 
are  engaged  in  formulating  policy  or  establishing  rules  or  standards 
for  future  conduct,  the  function  and  therefore  the  appropriate  pro- 
cedure is  of  a  quasi-legislative  nature  and  should  resemble  the  fact- 
finding and  deliberative  practice  of  a  legislative  body,  rather  than 
the  trial  of  a  lawsuit. 

Last  week  we  issued  a  notice  of  proposed  rulemaking  with  respect 
to  membership  on  registered  securities  exchanges,  for  other  than  puJD- 
lic  purposes,  in  which  we  outlined  the  procedures  to  be  followed  m 
that  proceeding  and  the  reasons  for  their  selection.  These  procedures 
are  basically  quasi-legislative. 

This  is  a  period  of  rapid  change  in  the  securities  markets  in  which 
difficult  policy  decisions  have  to  be  made.  Procedures  for  decision- 
making must 'also  change,  but  I  do  not  think  they  should  be  confined 
within  rigid  molds.  There  is  still  a  need  for  experimentation  to  find 
the  procedures  best  suited  to  the  tasks  and  decisions  before  us. 

Thank  you.  Mr.  Chairman..  .    . 

Senator  Williams.  Fine,  thank  you,  very  much.  Commissioner 
Loomis. 

Before  we  get  into  a  general  discussion,  let  us  have  your  formal 
statement,  Mr.  Macklin. 

STATEMENT  OF  GORDON  S.  MACKLIN,  PRESIDENT,  NATIONAL 
ASSOCIATION  OF  SECURITIES  DEALERS 

Mr.  Macklin.  Thank  you,  Mr.  Chairman. 

We  have  submitted  an  11-page  written  statement  commenting  on 
your  staff  study  and  I  have  a  short  summary  of  that  statement  to  read 
now. 
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Senator  Williams.  Even  though  you  submitted  this  statement  in 
advance  as  we  had  hoped  you  would  under  the  rules,  I  frankly  have 
not  had  a  chance  to  read  it,  so  if  there  is  anything  that  is  important 
for  our  later  discussions,  don't  overlook  it  in  your  summary. 

Mr.  Macklin.  All  right,  fine.  I  think  I  have  most  of  the  highlights 
in  the  shorter  statement. 

We  welcome  this  opportunity  to  appear  today  to  discuss  the  inclu- 
sion of  listed  stocks  in  the  NASDAQ  system.  We  l)elieve  your  staff 
study  was  well  done  and  provides  a  good  factual  background  for  this 
discussion.  We  feel  the  time  spent  here  this  afternoon  will  be  worth- 
while and  will  demonstrate  to  you  that  the  process  through  which  our 
board  arrived  at  tlie  decision' to  include  listed  stocks  of  NASDAQ 
was  sincere  and  comprehensive. 

We  believe  a  number  of  key  points  are  apparent  from  your  staff 
study  and  our  prepared  answer.  One,  that  both  sides  of  the  question 
of  whether  or  not  to  include  listed  securities  in  the  NASDAQ  system 
were  charged  with  an  emotionalism  far  beyond  the  economic  signifi- 
cance of  the  question  itself. 

Two,  prior  to  startup,  neither  the  NASD  nor  the  Commission  was 
in  possession  of  enough  facts  to  make  a  considered  judgment  as  to  the 
im])act  of  including  listed  stocks  in  the  NASDAQ  system. 

Three,  the  need  for  the  NASDAQ  system  was  particularly  acute 
for  those  dealers  handling  over-the-counter  securities  where  there  was 
not  a  national  system  for  transmitting  current  market  information. 

Four,  prior  to  the  startup  of  the  NASDAQ  system,  we  had  received 
applications  to  include  about  2,300  securities.  Of  these,  less  than  1.7 
percent  were  exchange-listed  securities  traded  by  third-market  dealers. 
Even  today,  after  the  NASDAQ  S3^stem  has  been  available  for  all  ex- 
change-listed securities  which  meet  our  system's  requirements  since 
October  of  1971,  these  issues  represent  only  2.7  percent  of  all  issues 
in  the  system.  Onh^  8  percent  of  the  total  marketmakers  in  the 
NASDAQ  system  deal  in  exchange-listed  securities  and  third-market 
trading  in  the  svstem  is  usuallv  less  than  4  percent  of  the  total  daily 
NASDAQ  buying. 

And  five,  in  October  1970,  we  were  under  very  intensive  pressure 
to  start  the  system  promptly,  not  only  to  accommodate  our  members 
anxiously  awaiting  startup,  but  also  to  recognize  that  Bunker-Ramo 
had  invested  about  $25  million  and  was  naturally  eager  to  start  receiv- 
ing revenue  to  support  this  investment  as  quickly  as  possible. 

The  sum  total  of  all  these  factors  led  our  board  to  the  decision  that 
it  was  preferable  to  start  the  system  first  and  analyze  the  possible 
problems  connected  with  listed  securities  in  this  system  after  startup. 
It  was  never  our  intent  to  defer  decision  for  many  years  into  the  future. 

Within  2  months  after  startup,  we  did  implement  a  test  of  third- 
market  securities  in  the  NASDAQ  system  which  was  subsequently  ex- 
panded in  the  fall  to  include  all  third-market  securities.  Rather  than 
conduct  a  series  of  hearings,  we  participated  in  and  closely  monitored 
the  hearings  held  by  the  SEC. 

Primarily  as  the  result  of  our  tests,  the  SEC  Institutional  Investors 
Study,  which  was  released  in  March  of  1971,  and  the  SEC  hearings, 
tlie  final  decision  reached  by  our  board  of  governors  was  built  on  a 
factual  basis. 

Some  of  the  problems  that  were  originally  raised  are  still  with  us, 
such  as  the  difference  in  regulation  between  exchange  markets  and  the 
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over-the-counter  market.  With  this  in  mind,  our  board  of  governors 
has  appointed  a  committee  on  third-market  rules  and  disclosure  which 
is  now  addressing  and  reviewing  reoidatory  problems  in  this  area. 

Although,  as  you  gentlemen  know  better  than  I,  you  can  never  please 
everyone,  I  believe  you  will  find  that  most  of  the  major  participants 
in  the  third  market"  will  testify  to  the  fact  that  we  are  a  conscientious 
organization  which  conducts  itself  in  a  responsible  manner. 

STATEMENT  OF  A  PANEL  OF  WITNESSES  REPRESENTING  SEC  AND 

NASD 

Senator  Williams.  Thank  you,  very  much,  Mr.  Macklin. 

If  there  are  no  further  opening  statements,  we  will  now  proceed  to 
the  questions  on  this  case. 

The  decision  on  the  inclusion  of  listed  stocks  in  NASDAQ  obviously 
had  important  ramifications  for  the  future  of  the  securities  industry. 
Under  the  Exchange  Act  of  1984,  the  decision  was  to  be  made  by  the 
NASD  with  the  SEC  having  the  power  of  disapproval. 

Is  that  an  accurate  statement,  Mr.  Commissioner? 

Mr.  LooMis.  Yes. 

Senator  Williams.  Going  through  the  case  study,  it  does  not  appear 
to  me  that  either  agency  had  a  clear  idea  of  what  factors  they  should 
take  into  account  and  what  procedures  they  should  follow. 

One  question  is  whether  the  NASD  should  be  called  on  to  make  a 
decision  of  this  nature.  The  association's  principal  job  is  regulation  of 
the  activities  of  its  members.  By  law,  it  must  be  open  to  all  qualified 
broker-dealers. 

In  NASDAQ  it  was  for  the  first  time  operating  its  own  market 
information  system  that  was  to  some  extent  competitive  with  the 
stock  exchanges.  The  NASD  membei-ship  included  firms  whose  princi- 
pal activity  is  in  the  exchange  markets  as  well  as  firms  who  deal  ex- 
clusively in  the  over-the-counter  market. 

Is  the  NASD  in  a  position  to  reach  a  fair  decision  on  questions 
which  involve  largely  economic  issues  between  different  classes  of  its 
members?  This  seem's  to  me  just  a  fundamental  first  observation  or 
question  to  get  into  our  discussion  here. 

How  does  the  Commission  view  that  ? 

]\Ir.  LooMis.  Well,  I  think  that  this  is  an  inherent  problem  of  self- 
reguhition,  as  I  have  pointed  out  in  my  introductory  statement.  Self- 
reg-ulatory  bodies  are  necessarily  drawn  from  the  industry  and  their 
economic  interests  may  not  all  be  identical. 

But  ne^'ertheless,  if  we  are  to  have  self-regulation,  and  I  think  it 
should  not  be  abolished,  the  self^regidatory  agencies  have  to  accom- 
mcKlate  themselves  to  the  fact  that  there  are  different  economic  inter- 
ests which  will  be  affected  by  their  decisions,  and  they  have  to  try  to 
accommodate  those  different  interests.  So  if  I  may  say  so,  with  all 
respect,  a  legislative  body  has  to  accommodate  the  varying  economic 
interests  of  its  constituents. 

I  think  that  they  do  a  reasonably  good  job  of  it.  They  have  been 
doing  it  for  years,  all  of  the  self-regulatory  bodies  of  any  importance. 

It  is  a  purjDose  of  our  oversight  to  make  sure  they  do  not  do  it  wrong. 
The  courts  are  also  there,  if  necessary.  As  I  have  also  pointed  out  in 
my  statement,  I  think  that  oversight  should  be  particularly  and 
perhaps  more  so  than  it  has  at  times  been  in  the  past,  directed  to  this 
problem. 
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I  would  like  to  just  say  briefly  for  a  minute  or  two  that  some  of  the 
assumptions  here  in  the  framing  of  the  question  raise  some  problems. 
The  basic  genesis  of  NASDAQ  ^Yas  the  decision  on  the  part  of  the 
Congress,  upon  recommendation  of  the  Commission  and  the  Special 
Study  concurred  in  by  the  NASD,  that  the  system  of  quotations  in 
the  over-the-counter  market  as  it  had  theretofore  existed  was  obsolete 
and  unsatisfactory,  and  in  fact  it  had  been  for  years,  and  we  had  been 
worried  about  that. 

The  only  way  to  remedy  this  that  seemed  readily  available  was  to 
make  use  of  modern  data  processing  technology.  The  NASD  faced 
up  to  this  responsibility,  created  a  vastly  improved  system  for  market 
disclosure  and  quotations  in  the  over-the-counter  ma  rket. 

The  responsibility  for  doing  so  had  been  placed  on  it  by  the  Con- 
gress, and  it  did  it.  I  do  not  think  that  there  is  anyone  else  who 
should  have  been  given  the  job,  NASDAQ  is  simply  the  application 
of  modern  technology  to  a  job  which  the  NASD  had  been  attempting 
to  do  without  the  benefit  of  that  technology  for  many  years,  with  as 
much  success  as  might  reasonably  be  expected  under  those  circum- 
stances, and  by  those  methods. 

And  what  we  have  here,  and  we  should  not  lose  sight  of  it,  is  a 
major  achievemicnt  which  has  been  completed,  given  its  size  and  com- 
plexity, in  a  very  short  time,  and  it  is  of  major  value  to  the  investing 
public,  particularly  insofar  as  over-the-counter  securities  are  con- 
cerned, as  to  which  there  was  previously  a  regrettable  lack  of  dis- 
closure of  market  information. 

Senator  Williams.  Do  you  want  to  comment  on  that  question,  Mv. 
Macklin? 

Mr.  Macklix.  Well,  you  know,  any  thoughts  I  have  are  goinsj  to  be 
highly  biased  so  I  suppose  you  should  have  a  common  denominator 
for  any  opinions  we  put  out,  but  I  think  a  good  bit  of  what  Commis- 
sioner Loomis  said  is  very  true,  and  as  it  relates  to  the  functioning  of 
the  NASD  in  economic  matters,  the  whole  development  of  the 
NASDAQ  system  is  certainly  some  tribute  to  the  fact  that  our  orga- 
nization does  function  well. 

We  could  relate  an  equally  long  and  important  story  related  to  the 
development  of  our  National  Clearing  Corporation,  which  again  has 
strong  economic  overtones  and  which  I  think  you  would  be  pleased 
with  the  effort  of  our  organization. 

I  think  that  our  experience  has  shown  that  the  responsibilities  that 
our  association  has  inspires  a  fiduciary  type  of  conduct  among  our 
directors  and  governors  that  is  like  nothing  I  have  ever  seen  in  20 
years  of  business  life.  I  think  the  directors  have  the  public  interest 
and  a  broad  gage  interest  at  the  meetings,  but  as  Commissioner 
Loomis  said,  even  if  they  didn't,  the  direct  oversight  of  the  Commis- 
sion and  the  eventual  access  to  the  courts  certainly  gives  plenty  of 
protection  against  our  making  unfair  and  arbitrary  decisions. 

Senator  Williams.  From  where  you  sat,  you  had  competing  forces 
sitting  in  decision  on  this  NASDAQ  question.  You  have  the  exchange 
members  as  members  of  your  association. 

Their  economic  interests  were  contrary  to  those  who  were  purely 
members  of  your  NASD  without  any  exchange  membership,  so  you 
had  competing  forces  sitting  within  your  association. 

How  did  you  approach  this?  What  procedures  did  you  use? 
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Tlie  record  suggests  to  me  that  it  wasn't  thrashed  out  at  your  level 
or  at  the  SEC  level  in  any  forum-like  situation  of  public  discussion 
in  order  to  arrive  at  a  decision  that  was  directed  at  the  public 
interest. 

Mr.  jVLvcklin.  Not  until  the  advanced  stages,  at  least.  Of  course 
what  the  record  doesn't  show  is  that  I  wasn't  even  on  the  job  at  the 
XASD  until  some  time  in  1970,  so  that  it  is  conceivable  that  a  change 
of  officials  and  my  lack  of  experience  might  have  made  the  ties  to  the 
past  even  more  difficult. 

But  the  record,  in  my  opinion,  shows  that  a  good  bit  of  the  discus- 
sions were  built  around  so-called  antitrust  judgments  of  various  people 
looking  in  on  this  matter  and  very  little  real  factual  addressing  to 
the  actual  problems  that  were  raised  by  both  sides,  both  sides  arguing 
both  in  favor  of  listing  and  not  includmg;  them. 

And  I  think  the  course  of  action  which  included  an  actual  test  of 
these  securities,  a  monitoring  of  tests  of  those  trading  patterns,  and 
open,  public  hearings,  which  I  think  the  Commission  did  a  superb 
job  in  conducting  was  eventually  the  right  way  to  bring  out  enough 
facts  to  solve  it  on  a  rational  basis. 

Senator  Williams.  I  missed  the  reference  to  the  open  hearings. 
Mr.  Macklix.  I  was  speaking  about  the  Commission's  open  hearing 
on  market  structure.  It  had  been  in  our  mind  to  have  hearings  our- 
selves to  get  all  interested  viewpoints  before  the  Board  arrived  at  a 
decision.  But  at  the  time  we  were  developing  the  test  and  considering 
the  hearings,  why,  the  Commission  came  forth  with  their  own  hear- 
ings, which  included  a  substantial  amount  of  discussion  on  the  matter 
uf^third-market  trading  and  the  future  structure  of  markets. 

Senator  Williams.  I  don't  believe  our  study  reflects  this,  does  it? 
What  you  said  made  sense,  but  I  didn't  see  it  reflected  in  the  decision 
to  include  or  to  exclude  listed  securities  on  NASDAQ. 

Mr.  jNIacklin.  It  was  certainly  in  our  decision  to  include  them  on 
a  permanent  basis.  Whether  we  had  the  hearings  or  the  Commission 

had  the  hearings  was  not  in  our  decision  to  temporarily  delay  this 

Senator  Williams.  Let's  ask  Mr.  Loomis  here.  When  was  the  deci- 
sion made  to  include,  and  when  were  the  market  structure  hearings 
held? 

Mr.  LooMis.  It  is  my  recollection  that  our  market  structure  hear- 
ings commenced  in  about  October  1971,  and  ran  on  through,  at  inter- 
vals, much  of  that  year  and  ended  about  the  end  of  that  year. 

Now  it  is  a  little  difficult — you  can't  quite  say  concretely  that  a 
decision  once  and  forever  was  made  as  to  the  inclusion  of  listed  securi- 
ties at  any  one  time. 

My  analysis  of  very  voluminous  records  at  the  Commission  and 
such' information  as  I  have  about  the  NASD  indicates  that  the  in- 
clusion of  listed  securities  was  not  regarded  by  any  of  us  at  that  time 
as  the  foremost  problem. 

The  foremost  problem  was  to  get  this  system  created  and  operating. 
It  seems  that  the  basic  judgment  the  Commission  made  was  that  it 
didn't  have  to  make  a  judgment  as  to  whether  listed  securities  should 
be  included  or  not. 

Senator  Williams.  Would  you  repeat  that  again,  please  ? 
Mr.  LooMis.  The  basic  judgment  of  the  Commission  was  that  it  did 
not  have  to  make  a  final  judgment  as  to  whether  listed  securities 
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should  be  included  in  this  system  or  not  until  such  time  as  the  system 
itself  came  into  being. 

Senator  Williams.  Well,  now,  there  is  where  some  of  the  ambiguity 
appears,  because  the  record  shows  that  with  the  color  of  the  Commis- 
sion, opinion  was  coming  out  that  there  should  be  inclusion  and  not 
exclusion.  That  goes  right  back  to  the  beginning,  doesn't  it  ? 

JNIr.  LooMis.  It  goes  back  quite  a  waj^s.  At  this  point,  just  let  me  go 
a  little  further  into  that.  At  one  point  in  time,  the  NASD  was  inclining- 
to  excluding.  Then  for  various  reasons  they  adopted  an  intermediate 
position  that  they  would  not  exclude  them,  they  would  consider  the 
possibility  of  their  inclusion,  and  that  was  the  situation  at  the  end  of 
1968,  as  I  recall. 

Then  later,  they  concluded  that  they  would  include  tliem  and  then 
in  the  fall  of  1970,  they  came  to  the  Commission  and  said  they  would 
like  not  to  include  them  at  startup,  at  the  beginning.  Tlie  Com- 
mission's position  was,  as  I  have  said,  that  we  didn't  have  to  make 
a  final  decision  on  that  question  before  the  system  was  designed  and 
was  operative,  and  we  did  not  want  to  see  the  whole  elfort.  sidetracked 
into  controversy  over  this  question  which  would  at  that  point  be  theo- 
retical until  the  question  really  arose. 

If  the  NASD  concluded,  as  they^  had,  that  it  would  create  opera- 
tional and  other  problems  to  put  them  in  at  the  outset,  and  they 
wanted  therefore  to  start  up  before  making  that  decision,  we  thought 
that  was  a  reasonable  judgment  of  a  responsible  agency  to  which  we 
would  not  object,  and  then  subsequently,  the  NASD,  I  think  very 
reasonably,  decided  to  get  some  practical  experience  with  this  and 
that  was  likewise  acceptable  to  us,  and  that  is  what  they  have  been 
doing. 

Mr.  Macklin.  The  chronology  of  the  hearings  that  I  was  talking 
about  starts — the  system  started  February  8"  Our  thii-d  market 
test  started  April  5.  In  the  fall  the  Commission  announced  they  were 
going  to  have  hearings  on  the  structure  of — future  structure  of  the 
market  with  emphasis  on  the  participation  of  the  third  market. 

We  extended  our  test  in  September  of  1971.  The  Commission  hear- 
ings, I  believe,  started  in  late  October  or  November  of  1971.  Their 
report  was  issued  in  February  of  1972,  and  our  test  concluded  in 
January  of  1972.  Their  report  was  issued  in  February  of  1972,  and 
our  final  decision  was  in  May  of  1972. 

Senator  Williams.  It's  a  confusing  historical  record.  It  seems  to 
me  tliat  at  some  points  it  appeared  that  the  NASD  w^as  deferring  to 
Commission  opinion,  and  at  other  points  the  Commission  was  sort  of 
deferring  to  the  self -regulatory  association. 

It  doesn't  appear  that  in  the  process  anybody  clearly  took  respon- 
sibility for  the  decision. 

Mr.  Macklin.  Well,  during  the  period  from  startup  of  the  system 
tlirough  a  final  decision,  I  think  the  record  would  show  that  we  took 
the  initiative  in  initiating  the  test,  and,  of  course,  when  they  an- 
nounced their  hearings,  there  wasn't  much  sense  in  our  having  a 
hearing. 

We  did  participate  in  the  SEC  hearings  with  this  statement— this 
is  part  of  our  statement.  This  is  in  November  1971.  We  said : 

XA  SDAQ.  a  national  communication  system  which  is  adaptable  to  use  by  all 
securities  exchanges,  already  exists.  Fuller  use  of  these  facilities  for  reporting 
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of  the  quotatioas  and  transactions  of  the  various  marlvets  will  stimulate  com- 
i>etition  wliich  is  in  the  public  interest.  We  believe  it  is  desirable  to  fully  ex- 
plore and  implement  the  potential  of  NASDAQ  system,  including  expansion  of 
its  quotations' capacity  and  potential  for  trade  reporting. 

But  there  were  many  others  that  testified  as  to  the  use  of  NASDAQ's 
involvement  of  the  third  market.  And  I  think  the  record  of  the  Com- 
mission liearings  was  very  helpful  to  our  Board  in  reaching  a  decision. 

One  other  thing- .1      t     •.   w    ^o 

Senator  Williams.  That  was  when  you  were  on  the  limited  test' 
Mr.  Macklin.  That  is  correct.  This  is  in  the  fall  of  1971. 
During  1971,  the  Commission  also  released  its  institutional  inves- 
tor study,  which  had  some  excellent,  we  thought  clearly  defined 
statements  as  to  their  thoughts  on  the  future  direction  and  the  bene- 
fits of  exposing  quotations^  in  competing  marketplaces,  and  that  I 
am  sure  was  verv  helpful  to  our  Board  in  its  deliberations. 

So  the  Board's  deliberations,  after  startup,  included  the  test,  the 
Institutional  Investor  Study,  and  the  SEC  hearings. 

Senator  Williams.  The^  case  study  reflects  some  confusion  on 
exactly  who  was  speaking  for  the  Commission— the  staff  or  the 
Commission.  And  it  appeared  that  the  staff  conclusions  were  expressed 
in  terms  of  the  Commission's  views. 

Mr.  LooMis.  I  would  like  to  indicate  a  comment  on  that.  I  have  gone 
back  throudi  the  record  as  thoroughly  as  I  can.  Every  exprefision  of 
view  or  of  a  conclusion  by  the  staff  was  first  cleared  with  the  Com- 
mission, /v    T  1 

The  Commission  considered  e\-ery  one  of  them.  The  staft  did  not 
operate  on  its  own. 

On  the  other  hand,  and  this  has  led  to  some  misunderstandings, 
there  is  certain  hearsay  in  the  case  study  to  the  effect  that  former 
Chairman  Budge  is  alleged  to  have  remarked  that  the  comments  were 
those  of  the  staff,  not  the  Commission. 

I  have  not  had  a  chance  to  talk  to  him  about  that.  But  looking  at 
the  record,  I  can  see  why  he  might  have  said  that. 

Various  staff  membe'rs  at  various  points  said  various  things,  which 
the  Connnission  didn't  partici])ate  in,  or  didn't  review. 

But  the  decisions,  the  conclusions,  the  reactions  were  always  those 
of  the  Commission. 

Senator  Williams.  Or  the  Commission  took  the  responsibility  for 
them. 

Mr.  LooMis.  No;  the  material — the  problem  was  in  each  case  sub- 
mitted to  the  Commission  before  there  was  a  response  to  the  NASD, 
except  where  there  were  talks  about  how  should  you  word  a  draft. 

But  anything  that  required  any  form  of  decision 

Senator  Williams.  I  have  to  interrupt  here  for  a  vote.  We  will  be 
back  as  soon  as  we  can. 

I  will  want  to  see  if  the  bill,  the  legislation  that  you  referred  to. 
Commissioner,  that  has  been  introduced  and  is  in  the  House,  has 
anything  to  say  in  this  area.  When  I  come  back,  OK  ? 
"(Recess.) 

Senator  Willta^is.  Let  us  resume.  We  had  a  little  confusion  here 
of  what  happened  wlien.  The  sequence  of  events. 

I  wonder  if  we  could  go  Ijack  and  ask  jNIr.  Macklin.  first,  when  was 
the  question  clearly  before  you  whether  NASDAQ  should  or  should 
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not,  would  or  would  not  include  listed  securities  ?  Wlien  did  that  jEirst 
come  as  an  issue  ? 
^Ir.  jV'L4Cklin.  Before  the  NASD  ? 
Senator  Williams.  Yes. 

Mr.  Macklin.  I  will  refer  to  Mr.  Derrickson,  because  he  was  there 
when  I  wasn't.  When  he  gets  to  1970,  I  will  chime  in  with  him. 

Senator  Williams.  All  right.  We  will  give  you  2  years'  worth  of 
recollection. 

Mr.  Derrickson.  My  recollection  is  1968,  in  the  summer  months, 
when  we  were  first  preparing  a  brochure  to  distribute  to  memters 
which  would  explain  the  system,  the  workings,  the  function  of  the 
various  levels. 

And  it  was  brought  to  the  attention  of  the  Commission  staff,  and 
there  was  language  to  the  effect  that  listed  stocks  would  not  be  in  the 
system. 

^  That  was  the  first  time  that  this  became  an  issue.  And  there  is  a 
letter  from  Mr.  Pollack,  as  I  recall — it  is  cited  in  your  study — indi- 
cating— I  believe  the  sum  of  it  would  be  that  the  Commission  did  not 
think  it  wise  or  appropriate  to  decide  that  we  should  include  that 
statement  at  that  time.  It  was  decided  that  atc  would  just  leave  the 
statement  out,  and  postpone  any  statement  about  it  until  a  later  date, 
which  is  what  we  did. 

Then  in  late  1968,  I  believe  our  rules  were  voted  upon  by  the  mem- 
bership and  the  issue  had  been  decided  that  they  would  be  included, 
because  it  was  the  Board's  view  that  the  Commission  would  not  pass  or 
would  not  approve  these  rules  unless  listed  stocks  were  to  be  included. 
Senator  Willl\ms.  So  the  first  brochure  describing  NASDAQ,  and 
what  would  be  included  said  nothing;  is  that  right? 
]\Ir.  Derrickson.  The  first  brochure  said  nothing. 
Senator  Williams.  The  next  communication  to  the  members  was 

the  rule  changes  that  would  create  NASDAQ,  and  it  was  stated 

]Mr.  Derrickson.  The  indication  was  that  they  would  be  included. 
Mi:  LooMis.  Well,  the  first  brochure — ^I  just  want  to  amplify  what 
you  said,  just  a  trace — ^the  first  brochure  dealt  with  a  number  of  ques- 
tions, not  only  the  listed  securities  but  also  with  the  question — which 
was  required  and  quite  significant  at  the  time — as  to  whether  non- 
members  of  the  NASD  should  be  allowed  to  participate  in  the  system. 
And  if  so,  how. 

And  the  views  of  the  Commission  and  staff  were  that  the  NASD 
should  not  lead  its  members  to  believe  that  final  decisions  w^ere  being 
made  on  that  topic. 

As  a  result,  the  brochure  spoke  in  more  general  language,  without 
indicating  who  would  be  out  and  who  would  be  in  and  what  securities 
would  be  out  and  what  securities  would  be  in. 

And  then  the  proposal — the  rules  which  were  submitted  to  the  mem- 
bership for  vote  also  did  not  specifically  say  v/hether  listed  securities 
would  be  in  or  out.  They  indicated  that  initially  the  system  would  start 
with  the  so-called  national  list,  which  was  an  institution  that  existed 
for  a  number  of  years  of  a  group  of  over-the-counter  securities  for 
which  the  NASD  provided  the  newspapers  with  quotations  on  a 
manual  basis. 

But  the  explanatory  statement  of  the  NASD  chairman  said  that  if 
someone  wished  to  include  listed  securities,  this  matter  would  have 
to  be  given  appropriate  consideration  and  attention. 
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Mr.  Derricksox.  That  is  a  very  clear  statement. 

Senator  Williams.  Now  would  yon  restate  that?  Who  would  give 
it  appropriate  consideration? 

yiv.  LooMis.  It  was  stated  in  Chaii-man  Pearce's  explanatory  intro- 
duction to  the  proposed  rules  that  if  application  was  made  to  include 
a  listed  issue  in  the  system,  this  would  have  to  be  given  consideration, 
and  a  determination  would  have  to  be  made  as  to  vrhether  it  met  the 
requirements  of  the  system. 

Senator  Williams.  Now,  that  is  getting  down  to  the  real  question. 
What  were  the  requirements,  and  how  did  we  arrive  at  them  ? 

]Mr.  LooMis.  There  were  a  great  many  requirements  evolved  in  a  ten- 
tative fashion  dealing  with  such  things  as  how  many  shares  were  out- 
standing in  public  hands,  was  the  company  reporting  to  the  Commis- 
sion and  providing  public  information,  how  many  shareholders  were 
there,  how  many  market  makers  were  interested  in  making  a  market 
in  that  security  over  the  counter — matters  of  this  kind. 

Senator  Williams.  Is  that  addressed  to  listed  securities? 

Mr.  Loomis.  All  securities,  including  listed  securities.  _ 

Senator  Williams.  At  one  point,  wasn't  the  word  "established  stand- 
ards'' used? 

Mr.  LooMis.  At  one  point  I  believe  they  were,  yes.  In  Mr.  Pearce's 
statement,  the  language  is  "in  the  event  application  was  received  for  a 
listed  security,  it  would  be  necessary  to  consider  whether  under  the 
circumstances  the  security  meets  established  standards  for  inclusion 
in  the  system." 

Senator  Willia:\is.  Was  the  criteria  for  inclusion  broadly  stated  ? 

]Mr.  LooMis.  Yes. 

Senator  Williams.  But  it  was  stated  that  they  would  be  considered 
to  be  included  ? 

Mr.  LooMis.  That  is  what  Mr.  Pearce's  statement  said,  although  the 
proposed  rule  itself  did  not  discuss  the  question. 

Mr.  Macklin.  He  was  Chairman 

Mr.  LooMis.  Chairman  of  the  Board  of  Governors. 

Senator  Williams.  But  that  was  toward  the  end  of  1968? 

Mr.  Macklin.  Yes. 

Senator  Williams.  Here  was  an  opportunity  for  listed  securities  to 
be  included,  stated.  Was  this  prior  to  a  vote  on  rule  changes  that  would 
create  the  NASDAQ? 

Mr.  Derrickson.  Yes;  it  was  an  explanatory  memorandum  that 
went  with  the  rule  changes  so  the  members  would  understand  what 
they  were  voting  upon. 

Senator  Wiuliams.  Then  they  voted  ? 

]Mr.  Derrickson.  Yes. 

Senator  Williams.  And  the  vote  was  to  accept  this  opportunity 
for  listed  securities  to  be  considered  for  inclusion  on  a  case-by-case 
basis,  I  gather? 

Mr.  Derrickson.  That  would  be  the  implication.  What  they  really 
voted  on  was  a  new  bylaw  to  regulate  the  NASDAQ  system,  and  they 
gave  the  Board  authority  to  make  the  decision  as  to  the  securities  which 
would  be  included,  without  recourse  to  another  membership  vote. 

Senator  Williams.  In  other  words,  the  bylaw  submitted  to  them  was 
a  basic  outline  of  the  regulatory  pattern,  but  specifically  delegated  to 
the  Board  the  opportunity  to  determine  such  questions  as  what  securi- 
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ties  would  be  eligible  and  what  the  qualifications  for  eligibility  would 
be. 

Senator  Williams.  These  bylaws  and  the  editorial  material  that  ac- 
companied them  were  prefiled  with  the  Commision  and  reviewed  before 
it  went  to  the  NASD  membership  ? 

Mr.  LooMis.  They  were  filed  with  the  Commission  about  the  time 
they  went  to  the  membership,  as  I  recall. 

Senator  Williams.  At  that  point,  what  authority  did  the  Commis- 
sion have  to  deal  with  the  proposed  bylaws  and  the  informational 
material.  Anything  ? 

Mr.  LooMis.  At  that  point,  legally,  the  matter  was  not  before  the 
Connnission  for  decision.  The  proposed  bylaws  would  have  to  be  sub- 
mitted to  the  membership  and  if  the  membership  votecl  them  and  if 
the  NASD  thereupon  proceeded  to  make  them  a  part  of  its  rules,  the 
proposed  rule  would  have  to  be  submitted  to  the  Commission  for  its 
approval  under  the  act. 

But  this  formal  submission  did  not  occur  until  after  the  membersliip 
vote. 

Senator  Williams.  I  see.  But  you  had  an  informal  submission  ^  Is 
that  provided  for  under  the  rule? 

Mr.  LooMis.  No ;  I  don't  know  exactly  whether  there  was  an  infor- 
mal submission  as  such.  I  miderstand  the  NASD  gave  us  a  copy  of  the 
papers  they  were  sending  out. 

Mr.  Derrickson.  That  is  my  recollection.  I  am  quite  sure  we  fur- 
nished them  with  a  complete  set  of  all  the  documents  prior  to  the  date 
they  were  sent  to  the  membership. 

Senator  Williams.  Not  under  any  Commission  requirement  (  But 
on  your  own  decision  ? 

Mr.  Derrickson.  As  a  measure  of  cooperation,  in  an  attempt  to  re- 
solve the  matter  and  understand  their  position,  if  they  had  any  con- 
trary to  ours. 

Senator  Williams.  ^Ind  then  the  membership  voted  on  the  bylaws— 
those  proposed  bylaws  ? 

Mr.  Derrickson.  Correct. 

Senator  Williams.  And  evidently  they  w^ere  accepted  by  the  mem- 
bership ? 

Mr.  Derrickson.  Yes;  they  were. 

Senator  Williams.  That  was  the  end  of  1968.  Well  now,  after  that^- 
and  I  am  not  sure  exactly  when  it  was — but  that  was  the  end  of 
1968— during  1969,  a  decision  was  made  to  change,  to  withhold  or  not 
include  listed  securities,  is  that  right?  Or  was  that  later  in  1970? 

Mr.  Derrickson.  That  was  in  1970,  I  think.  Senator.  If  I  might, 
I  think  what  happened  was  that  we  had  a  change  to  be  made  in 
schedule  D,  dealing  with  the  qualification  for  any  security  in  the 
system,  and  this  major  change  was  price.  Another  change  had  to  do 
with  qualification,  or  the  issues  which  could  qualifJ^ 

And  the  decision  was  made  that  we  would  qualify  only  12(g) 
securities  under  any  circumstances,  that  is,  a  security  filing  regular 
reports  with  the  SEC. 

This  necessitated  a  change  in  the  schedule  of  the  bylaws  by  the 
Board,  and  in  connection  with  that  change,  the  change  w^as  also  made 
formally,  stating  that  listed  securities  would  be  included. 

And  this  was  filed  with  the  Commission  and  approved,  and  became 
our  rules,  so  to  speak. 
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This  was  the  middle  of  1970,  approximately. 

Senator  Williams.  Oh,  I  see.  Then  following  that,  there  was  a 
change 

Mr.  Derrickson.  There  was  another  change,  and  that  is  the  change, 
I  think,  which  is  the  subject  of  your  inquiry,  as  I  take  it.  You  are 
leading  up  to  this  change.  This  last  change. 

Senator  Williams.  Well,  I  knew  it  had  been  off  again,  on  again,  off 
again,  on  again,  and  I  was  just  try^ing  to  trace  it  through. 

Following  your  description  of  the  bylaw  that  would  include,  on 
condition,  there  was  a  change  of  the  bylaw  that  clearly  stated  no  inclu- 
sion of  listed  securities ;  is  that  right? 

Mr.  Derrickson.  That  was  in  November. 

Senator  Williams.  Of  1970? 

Mr.  Derrickson.  1970. 

Senator  Willl^ms.  And  then  a  change  came  in  1971,  when  you  went 
on  the  limited  test? 

LIr.  Derrickson.  That  is  right.  March  1971  was  a  limited  test  of  a 
list  of  36  stocks  selected  from  a  list  of  all  those  that  had  been  re- 
quested to  be  included  by  two  marketmakers,  which  is  a  fundamental 
requirement  for  any  issue — they  were  included  in  the  system  in  March, 
and  tiiey  were  on  a  test  basis  until  October,  at  which  time  it  was 
opened  for  any  security  in  which  two  dealers  requested  marketmaking 
status. 

From  that  date  on,  there  was  a  continuous  inclusion  of  listed  stocks. 

Senator  Williams.  I  see. 

"Sir.  Loomis.  Mr.  Chainnan,  just  to  go  back  a  little.  At  the  time 
when  they  filed,  sent  the  thing  to  the  "membership,  and  when  they 
filed  with  the  Commission,  at  the  end  of  1968,  it  was  contemplated  that 
they  would  start  with  the  national  list,  as  I  have  mentioned. 

And  that,  of  course,  didn't  include  any  New  York  Stock  Exchange 
securities,  although  there  was  an  mdication  that  later  on  they  would 
be  considered. 

Then  in  1969,  starting  sometime  during  that  year,  maybe  in  the 
simimer,  they  concluded  that  they  would  change  tlie  system  and  not 
limit  it  to  the  national  list,  but  would  include  about  double  the  num- 
ber of  securities  that  had  previously  been  included. 

Now  tliis,  of  course,  raised  again  the  question  of  listeid  securities, 
and  this  was  discussed,  and  there  came  a  time  in  the  end  of  1969  and 
in  the  spring  of  1970,  when  it  was  determined  that  upon  this  revised 
basis,  listed  securities  would  be  included. 

Senator  Williams.  When  was  there  a  suit  filed  ? 

Mr.  Derrickson.  December  1970.  Immediately  after  the  decision 
to  defer  the  inclusion  of  listed  stocks  at  startup.  Their  inclusion  was 
never  on  any  permanent  basis. 

In  1970 — in  December  of  1970 — ^the  decision  was  to  delay  the  inclu- 
sion at  startup,  pending  study  of  problems — possible  problems.  The 
suit  was  filed  shortly  thereafter. 

Senator  Williams.  What  I  woidd  like  to  get  a  better  understand- 
ing of  is  the  decisionmaking  process  within  the  NASD  on  these  ques- 
tions, the  changes  of  position,  and  the  manner  in  which  these  con- 
clusions were  arrived  at,  which  I  don't  have  an  appreciation  of  right 
now. 

I  will  tell  you,  I  have  to  go  vote  again.  I  wonder  if  there  is  any  way 
to  simplify  our  procedure  here. 
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Mr.  jVIacklin.  Can  I  give  you  a  sliort  answer  ? 

Senator  Willlvms.  Yes;  "so  we  can  have  a  summary  statement.  We 
know  wliat  our  dilemmas  are.  Could  you  present  this  informally  ?  We 
are  not  trying  to  hide  anything  from  the  public. 

Excuse  me. 

(Eecess.) 

Senator  Williams.  We  will  reconvene. 

Now,  rather  than  going  through  minute  question  by  minute  ques- 
tion, can  we  synthesize  now  ?  Mr.  Macklin  ? 

Mr.  Macklin.  I  think  it  might  be  helpful,  and  I  hope  it  is  respon- 
sive to  the  direction  of  your  inquiry,  to  trace  the  decisiomnaking 
process  of  the  NASD's  1970  decision,  to  exclude  listed  securities  fi'om 
the  NASDAQ  system  at  startup. 

That  was  a  change  from  a  pi-evious  position,  and  started  a  chain  of 
events  that  led  to  the  study  and  to  the  final  conclusion  wliich  was 
made  this  year. 

So  if  that  would  be  helpful  to  trace  through  that,  we  are  working 
from  memory  and  not  from  elaborate  research,  so  trust  me  for  being 
as  accurate  as  I  possibly  can. 

We  had  a  NASDAQ  committee  meeting  in  August  of  1970,  and  the 
NASDAQ  committee  was  composed  of  some  NASD  Governors  but 
also  included  some  former  Governors,  and  indeed,  former  Chairmen 
Gardner,  Pearce,  Freidrichs,  and  Eustis,  and  all  of  them  had  been 
familiar  with  the  past  discussions  of  this  problem. 

The  background  of  that  meeting  was  that  we  were  coming  down 
the  homestretch,  so  to  speak,  as  far  as  Bunkcr-Eanio  having  the  system 
ready,  and  reaching  some  decisions  on  a  number  of  policy  questions. 

I  don't  have  the  list  of  things  they  considered,  but  a  good  many  of 
them  were  deferred  pending  f uither  study  or  deferred  pending  startup 
of  the  system,  because  the  emphasis  at  that  time  was  on  getting  the 
system  started. 

The  issue  of  listed  securities  on  NASDAQ  was  brought  up  at  that 
meeting,  and  discussed  thoroughly,  so  much  so  that  Chairman  Gaixl- 
ner  had  each  member  of  the  committee  express  his  personal  opinion 
and  what  he  thought  should  or  should  not  be  done. 

And  it  was  obvious  from  the  simple  poll  of  that,  that  the  majority 
wanted  to  exclude  listed  securities  from  the  system,  at  least  at  startup. 

Not  knowing  what  to  do  in  light  of  the  past  events,  Chairman  Gard- 
ner was  kind  enough  to  turn  to  NASD's  Chairman  Teach  and  myself, 
and  say,  well  now,  you  know  the  will  of  the  committee,  we  will  leave 
it  in  your  hands  to  see  what  can  be  done, 

I  was  relatively  new  on  the  job,  as  I  mentioned,  but  did  start  at  that 
time  to  review  the  events  that  led  up  to  the  previous  decisions. 

And  like  your  remarks  earlier,  it  left  me,  and  even  Chairman  Teach, 
with  a  curiosity  as  to  just  what  was  the  factual  basis  or  the  in-depth 
study  that  went  into  this  decision,  and  we  were  curious  as  to  just  what 
was  the  Commission  vote  on  this  matter. 

We  had  heard  from  past  Governors,  people  that  had  been  on  the 
staff  in  the  past,  that  it  was  done  that  way  because  that  is  the  way  the 
SEC  wanted  it  done. 

Now  mind  you,  all  the  time  we  were  trying  to  reconstruct  the  history 
of  this,  time  was  moving  on.  We  were  getting  closer  and  closer  to  the 
time  when  Bunker-Eamo  could  start  the  system. 
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We  had  a  number  of  projects  moving  forward,  including  the  list 
of  eligible  securities  which  was  to  be  distributed  to  each  of  the  dealer- 
participants  in  the  NASDAQ,  system  before  startup. 

And  at  this  particular  point  in  time,  our  final  list— this  would  be 
in  late  September  or  early  October  that  we  went  over  to  see  Chairman 
Budge,  the  particular  day  we  went  over  to  ask  him  some  of  the  history 
of  the  Commission  vote  on  this  matter — why,  our  list  of  eligible  securi- 
ties was  at  that  tune  at  the  printer. 

So  we  either  had  to  do  something  at  that  time,  or  forever  hold  our 
peace  and  distribute  this  list. 

We  visited  with  Chairman  Budge,  and  left  with  the  impression  that 
the  Commission  had  never  taken  a  formal  vote  on  this  subject.  We  did 
tell  him  about  the  uneasiness  of  our  NASDAQ  committee  and  the 
past  expressions  of  the  Board,  and  asked  if  it  would  be  appropriate 
that  we  write  him  a  letter  asldng  for  permission  to  defer  inclusion  of 
NASDAQ's  securities  at  startup. 

He  said  he  couldn't  speak  for  the  Commission,  but  obviously  if  we 
sent  a  letter,  it  would  be  considered. 

We  polled  our  executive  committee  b}'  telephone,  describing  this 
set  of  circumstances,  again  not  to  be  devious  or  sinister  but  just  to  live 
within  the  time  frames  that  we  were  trying  to  adhere  to  to  get  the  sys- 
tem started. 

And  at  a  vote  from  them  to  go  forward,  we  sent  a  letter  to  the  Com- 
mission asking  for  permission  to  defer  this  decision  at  startup.  We 
sent  the  letter,  and  also  polled  our  Board. 

Well,  we  sent  the  letter  to  the  Commission,  and  received  a  call  from 
Chairman  Budge  that  the  Commission  would  be  favorable  to  deferring 
inclusion  of  listed  securities  at  startup,  at  which  time  we  polled  our 
Board  by  phone  and  by  mail,  sending  them  the  letter  to  Chairman 
Budge. 

We  also  had  by  that  time  some  additional  input.  We  had  letters,  from 
the  New  York  and  American  Exchanges,  which  we  passed  along  to  the 
Board  just  to  give  them  a  flavor  of  how  the  argiunents  were  going. 

So  we  had  a  vote  of  our  Executive  Committee,  and  a  vote  of  our 
Board,  to  exclude  the  securities  at  startup,  and  a  pending,  or  then 
a  subsequent  ratification  by  the  SEC. 

In  our  letter  to  the  SEC,  we  asked,  I  believe,  for  a  year  to  study 
this  matter.  And  our  thought  about  putting  the  year  was  to  show  our 
sincerity  in  studying  the  matter,  rather  than  deferring  indefinitely, 
and  our  letter  back  from  the  SEC  didn't  have  anything  about  a  time 
limit,  which  I  think  indicated  that  maybe  they  wouldn't,  or  they  just 
didn't  want,  to  take  a  position  on  whether  a  year  was  too  much  or  too 
little. 

We,  of  course,  had  a  substantial  amount  of  protest  from  some  third 
market  makers.  And  at  our  January  Board  meeting,  why,  we  again 
considered  this  whole  matter,  including-  the  proposition  whether  or  not 
to  have  a  test  of  essentially  the  securities  that  had  been  applied  for 
inclusion  in  the  NASDAQ  system. 

As  I  mentioned  earlier,  there  were  36  securities  out  of  about  2,800, 
so  that  it  was  a  less  than  2  percent  of  all  the  securities  in  the  system. 

The  Board  at  that  time  felt  they  didn't  have  enough  analysis  of  this 
to  see  whether  to  go  forward  with  the  test,  and  we  called  a  special 
meeting  for  March  in  Washington,  which  at  that  time  we  reviewed  the 
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matter  in  depth,  and  had  the  additional  input  of  the  SEC  institutional 

study.  .  1-11^^ 

And  the  Board  voted  by  a  large  majority  to  proceed  with  the  test. 

The  test  started  on  April  5,  and  the  test  results  were  monitored  dur- 
ing the  period  and  were  reviewed  at  our  Board  meeting  in  September 
of  1971,  at  which  time  we  noticed  that  we  didn't  have  a  lot  of  data  on 
handling  of  blocks,  and  there  were  two  or  three  other  items  where  the 
Board  would  have  liked  to  have  more  data. 

We  didn't  want  to  cause  a  lot  of  economic  hardship  on  third  market 
makers,  and  we  thought,  with  more  stocks  in  the  system,  we  might 
get  a  better  supply  of  data. 

So  we  broadened  the  test  to  include  all  securities  that  anyone  wanted 
to  put  in,  and  extended  the  date  to  January  15,  which  was  designed, 
among  other  things,  to  take  it  over  the  time  of  the  SEC  hearings  on 
market  structure.  And  as  I  said,  they  provided  very  valuable  input. 

Early  in  our  plans,  we  had  had  substantial  discussion  about  having 
hearings  of  our  own.  I  am  going  to  read  excerpts  from  some  answers 
we  wrote  to  complaining  third  market  dealers  to  show  what  our  intent 
was  at  that  time. 

Here  is  one  dated  November  27,  1970,  where  we  say — we  sent  him  a 
copy  of  the  Board's  position.  We  say : 

You  will  note  that  at  this  time  securities  have  not  been  permanently  barred, 
but  only  excluded  from  the  system  at  start  up,  pending  further  studies  of  the 
many  potential  problems  which  inclusion  in  the  system  might  present. 

If  you  have  additional  thoughts  that  may  help  our  study,  we  would  be  happy 
to  hear  from  you. 

We  sent  that  to  a  number  of  people.  We  also— here  is  one :  "You  can 
be  assured,  in  the  course  of  the  study  all  interested  parties" — this  is 
December — "all  interested  parties,  including  members  of  the  investing 
public,  will  have  an  adequate  opportunity  to  present  their  views."  And 
so  on  and  so  forth.  But  that  indicates 

Senator  Williams.  What  was  the  procedure  for  the  public  to  express 
their  views  ? 

Mr.  Macklin.  We  hadn't  organized  our  hearings  yet,  and  as  time 
went  on,  it  became  apparent  that  it  would  be  better  for  us  to  participate 
in  and  monitor  the  SEC  hearings,  rather  than  hold  hearings  of  our 
own. 

This  takes  you  up  through  our  September  Board  meeting.  In  Janu- 
ary, when  our  Board  met  again,  the  test  was  brought  to  a  halt.  And 
I  am  trying  to  think  of  the  action  at  our  January  Board  meeting,  if 
any. 

The  NASDAQ  securities  that  were  in  the  system — the  third  market 
securities  in  the  system,  were,  of  course,  left  in  the  system.  And  then 
finally,  the  data  from  the  test  was  gathered  after  the  January  com- 
pletion and  studied  and  voted  on  at  the 

Mr.  Derrickson".  May  1972. 

Mr.  Macklin  (continuing).  May  1972  meeting.  At  which  time,  they 
were  permanently  included. 

Mr.  Derrickson.  Could  I  add,  please,  that  in  November  of  1970,  the 
Board  directed  the  staff  of  the  NASD  to  send  an  explanation  of  what 
had  happened  which  resulted  in  the  change  to  exclude  the  listed  securi- 
ties at  startup  to  all  the  membership  and  to  the  press. 
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So  that  it  wasn't  a  question  of  not  telling  people  what  was  going  on. 
But  it  really  was  a  question  of  trying  to  impart  this  information  to  the 
public,  as  well  as  to  the  membership. 

And  I  think,  as  a  result  of  that,  we  had  no  more  than  15  to  20  letters 
in  response.  There  seemed  to  be  very  little  public  interest,  and  limited 
dealer  interest. 

Senator  Williams,  On  this  question?  On  this  question  there  was 
limited  interest? 

Mr.  Derrickson.  Yes. 

Mr.  MACKLii'sr.  Based  on  the  number  of  letters  we  received.  I  will 
say  that  the  few  dealers  that  were  interested,  were  very  interested. 

Senator  Williams.  All  right,  now,  to  complete  the  picture,  Mr. 
Loomis,  could  you  review  the  Commission's  information  and  attitude 
during  the  period  we  have  been  discussing,  1968  up  mitil  May  of  1972  ? 

ivlr.  LooMis.  I  will  endeavor  to  do  so.  I  may  call  on  Mr.  Pollack  to 
fill  in. 

xls  I  mentioned,  at  the  end  of  1968  the  posture  of  the  thing  was  that 
they  were  going  to  include,  initially,  securities  on  the  national  list. 
And  they  were  going  to  consider  expansion  in  the  future. 

And  the  Commission  had  accepted  that  general  approach  at  that 
time. 

By  the  fall  of  1969,  the  NASD  had  reached  the  conclusion  that  they 
would  have  to  expand  the  list  of  securities  that  would  be  initially 
available.  It  was  our  understanding,  on  the  basis  of  conversations  with 
people  at  the  NASD,  that  a  basic  reason  for  this  was  that  their  mem- 
bership wanted  to  h:ive  more  securities  in  the  system,  and  they  felt 
this  was  needed  in  order  to  obtain  a  sufficient  number  of  subscriptions 
and  support  from  the  membership  so  that  this  would  work  economi- 
cally. 

So  they  proposed,  sometime  after  October  1969,  to  the  Commission 
a  revision  to  expand  the  list  of  securities.  And  there  was  a  considerable 
amount  of  discussion  with  the  staff  of  the  Commission  on  that. 

And  the  staff  came  back  and  reported  to  the  Commission  as  to  what 
those  discussions  had  consisted  of,  and  with  drafts  of  possible  amend- 
ments to  the  proposed  rules. 

And  the  conclusion  came  out— and  Irv  can  perhaps  tell  the  date — 
the  XASD  decided  to  do  that,  to  expand  the  list. 

Xow,  at  that  time,  I  wasn't  on  the  Commission  at  that  time,  and 
so  I  can  only  attempt  to  reconstruct  the  Commission's  reactions — it 
was  a  feeling  that  once  you  eliminated  the  national  list  as  the  criterion, 
and  were  going  to  admit  other  securities,  the  NASD  would  need  to 
rnake  a  fairly  strong  showing  if  they  wanted  to  exclude  listed  securi- 
ties from  that  group. 

I  believe  that  this  idea  was  communicated  by  the  staff,  or  perhaps 
by  the  Commission — I  wasn't  at  the  Commission  meetings  at  that 
period— to  the  NASD. 

And  in  June  of  1970,  the  NASD  came  in  with  a  proposed  amend- 
ment to  its  bylaws  on  the  subject  of  NASDAQ,  which  would  expand 
the  group  of  securities  and  would,  as  I  recall  it,  permit  listed  securi- 
ties to  be  included. 

And  the  staff  recommended  to  the  Commission  that  it  not  disap- 
prove— which  is  the  way  the  statute  is  worded — that  proposal  by  the 
NASD,  and  the  Commission  did  so. 
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Then  in  the  fall  of  1970,  people  commenced  to  express  concern, 
some  of  which  Mr.  Macklin  has  outlined,  concerning  the  inclusion  of 
listed  securities  in  the  system.  And  as  I  recall,  Mr.  Haack  and  Mr. 
Saul  wrote  from  the  New  York  and  American  Stock  Exchanges,  to 
the  Commission  expressing  certain  reasons  why  they  thought  that 
listed  securities  should  not  be  included. 

Then  in  October  of  1970,  Mr.  Macklin,  as  he  pointed  out,  communi- 
cated with  Chairman  Budge  and  a  letter  came  over  from  Mr.  Macklin 
on  behalf  of  the  NASD,  stating  that  they  wished  to  modify  their  prior 
submissions  to  permit  the  exclusion  of  listed  securities  at  startup. 

And  the  Commission  met  and  authorized  the  staff  to  convey  to  the 
NASD  a  general  conclusion  that  the  Commission  would  not  object  to 
that  decision. 

And  then  later,  the  Commission  met  again  and  approved  a  letter 
which  Chairman  Budge  sent  to  the  NASD,  stating  that  the  Commis- 
sion would  not  object  to  the  exclusion  of  listed  securities  at  startup, 

Mr.  Macklm  has  mentioned  the  fact  that  there  was  a  1-year  period 
suggested  in  his  letter.  The  Commission  felt  that,  as  I  understand  it, 
it  did  not  wish  to  underwrite  that  period.  We — in  fact,  I  think  that 
many  felt — again,  I  was  not  there — that  it  should  be  possible  for  the 
NASD  to  get  into  this  question  earlier  than  that,  and  we  didn't  want 
to  write  back  and  say  you  can  take  a  year  before  you  are  visited. 

So  that  went  into  effect,  and  in  February  of  1971,  NASDAQ  went 
into  operation. 

Now,  as  Mr.  Macklm  has  told  you,  the  NASD  came  to  us  thereafter 
and  suggested  that  they  wanted  to  make  this  test  nnd  they  proposed 
an  amendment  to  schedule  D,  the  governing  part  of  the  structure  that 
governs  what  securities  are  admitted,  which  would  say  that  notwith- 
standing the  prior  criteria,  the  Board  of  Governors  of  the  NASD 
could  include  any  securities  they  wished  for  test  purposes. 

It  was  the  feeling  at  the  Commission  that  it  was  a  good  idea  to  have 
a  test  of  the  practical  consequences  of  including  listed  securities,  be- 
cause we  had  been  recei^dng  representations  from  the  exchanges  that 
this  would  have  very  serious  effects  on  them. 

We  weren't  sure  these  effects  would  materialize.  We  had  been  re- 
ceiving requests  from  at  least  one  third  market  maker — I  think  only 
one,  really  made  any  vigorous  statement  of  his  position — that  he 
thought  that,  as  a  matter  of  public  policy  and  law,  listed  securities 
should  be  included. 

Given  these  variety  of  views,  the  Commission  concluded  that  it  was 
a  good  idea  to  have  a  test  made,  and  did  not  object  to  the  amendment 
to  allow  the  test  to  be  made.  The  test,  accordingly,  was  made. 

I  believe  in  September  of  1971,  the  NASD  gave  us  a  report  of  the 
results  of  their  test,  as  they  saw  it.  And  the  Commission  met  and  con- 
sidered it. 

I  was  on  the  Commission  by  that  time,  and  we  asked  the  staff  for 
their  analysis  of  the  NASD  stiidy,  and  did  it  in  the  staff's  view  prove 
what  it  was  supposed  to  prove. 

And  in  October  of  1971,  we  received  from  our  staff  a  memorandum 
discussing  the  NASD  study,  and  making  various  points,  not  all  of 
which  I  now  remember,  but  which  in  general  indicated  that  they 
saw  no  particular  reason  to  quarrel  with  the  conclusions  in  that  study, 
the  1971  study. 
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Then  as  :Mr.  IMackliu  has  pointed  out,  in  October,  we  went  into  our 
market  structure  hearings,  and  a  considerable  amount  of  testimony 
was  taken.  While  those  hearings  were  not  directed  to  the  question  of 
whether  listed  securities  should  be  included  in  NASDAQ,  the  issue 
Vs-as  inevitably  tiiore.  and  Ave  knew  that  because  one  of  the  major  is- 
sues was  how' would  the  third  market  be  fitted  into  a  central  market 
system,  and  what  market  information,  quotations  and  so  forth,  should 
be  provided,  and  in  what  way,  and  through  what  media. 

The  NASD,  meanwhile,  decided  to  expand  its  study.  This  did  not 
require  any  formal  filing  with  the  Commission  because  the  prior 
amendment  to  schedule  D  was  broad  enough  to  cover  the  expanded 

So  there  were  no  formal  filings  made  at  that  time,  but  the  NASD 
informed  our  stafi',  and  the  staff  informed  the  Commission.  It  is  my 
recollection  that  the  Commission  met  with  representatives  of  the 
NASD.  ^   ^ 

In  April  of  1972,  NASD  completed  their  second  or  expanded  study, 
and  the  results  of  that  were  thereafter  transmitted  to  the  Commission. 
As  a  result  of  that  study,  the  NASD  proposed  to  in  effect  conclude 
in  favor  of  the  inclusion  of  all  listed  securities  which  met  the  stand- 
ards that  Mr.  Macklin  has  outlined  concerning  the  nature  of  the  se- 
curity and  the  number  of  market  makers  regularly  making  a  market. 

And  their  study  tended  to  support  that  view.  Again,  we  asked  our 
staff  for  an  analysis  of  that  second  study,  which  we  have  very  recently 
received.  And  we  have  not,  as  I  recall,  as  yet  formally  acted  upon  that 
second  study  because  there  was  a  feeling  on  the  part  of  some  of  us 
that  we  should  give  this  matter  a  little  more  thought,  particularly  in 
light  of  the  fact  that  the  whole  context  has  changed  since  1968  and 
1969,  and  there  is  now  the  question  of  where  this  fits  in,  if  it  does,  into 
the  concept  of  a  central  market  system.  Does  this  point  us  down  any 
road  as  to  how  this  central  market  system  should  evolve,  and  if  so, 
is  that  the  road  we  want  to  be  on  ? 

And  so  that  is  about  where  it  stands  as  far  as  the  Commission  is 
concerned  now. 

Senator  Williams.  While  there  might  be  some  duplication  in  the 
record  as  we  have  made  it  this  afternoon,  at  the  conclusion  of  the  case 
study,  mider  the  section  "issues  and  questions"  which  you  gentlemen 
have,  there  are  some  questions  that  have  not  been  specifically  raised, 
although  they  have  been  approached. 

If  there  are  additional  comments  you  might  wish  to  make  concern- 
ing the  questions  we  have  not  specifically  covered,  could  you  please 
submit  them  f  oi-  our  record. 

Mr.  LooMis.  Well,  I  would  certainly  like  to  oblige.  I  just  want  a 
little  more  clarification,  if  I  can  get  it ;  maybe  I  can  get  it  from  the 
staff,  as  to  what  questions  they  believe  require  further  expansion  and 
which  have  been  discussed  in  some  other  way  here. 

We  will  certainly  provide  anything  that  they  thmk  they  need  to 
clearlv  complete  the  record. 

Mr."' Macklin.  A¥e  certainly  would.  Would  you  like  them  in  writing? 

Senator  Williams.  Yes. 

Mr.  Macklin.  We'd  be  happy  to  furnish  anything  else  that  you 
would  like  to  have. 
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(The  full  statements  of  Mr.  Looniis  and  Mr.  Macklin  follow.  The 
answers  to  the  questions  may  be  found  at  p.  45.) 

Statement  of  Philip  A.  Loomis,  Jr..  Commissioner,  Securities  and  Exchange 
Commission 

self-regulation  and  the  commission's  role 

As  a  part  of  your  Committee's  over-all  examination  of  the  securities  markets 
and  tlieir  evolution  and  regulation,  you  are  interested,  and  properly  so,  in  the 
decision-making  processes  used  by  the  self-regulatory  bodies  and  in  tlie  manner 
in  which  the  Commission  exercises  supervision  and  oversight  over  these  deci- 
sions. I  understand  that,  as  part  of  your  review,  you  will  consider  at  hearings 
today  and  tomorrow  two  examples  of  self-regulatory  decision-making  and  Com- 
mission oversight,  the  decisions  as  to  the  inclusion  of  certain  exchange  listed 
securities  in  the  NASDAQ  electronic  quotation  system  operated  for  the  NASD 
and  the  adoption  of  rules  by  the  New  York  Stock  Exchange  with  respect  to  the 
sale  of  life  insurance  by  its  member  firms.  I  further  understand  that  in  neither 
case  do  you  propose  to  inquire  into  the  merits  of  the  decisions  ultimately  arrived 
at,  but  rather  into  the  manner  by  which  such  decisions  were  made. 

This  use  of  case  studies  should  produce  a  more  concrete  exposition  of  the 
deci.sion-making  process  at  work  than  would  be  likely  to  result  from  a  general  or 
theoretical  discussion  of  that  process,  and  I  am  very  happy  to  have  an  oppor- 
tunity to  participate  in  what  should  be  an  illuminating  analysis.  At  the  same 
time,  the  examples  you  have  chosen,  while  very  interesting,  are  by  no  means 
typical  of  the  type  of  decisions  made  by  the  self-regulatory  bodies  or  by  the 
Commission,  primarily  because  they  relate  either  to  an  activity  by  a  self-regula- 
tory body  which  has  repercussions  beyond  the  normal  f^cope  of  its  responsibilities 
or  else  relate  to  a  matter  which  is,  to  a  considerable  degree,  outside  of  the  exist- 
ing pattern  of  securities  regulation. 

At  the  outset,  I  would  like  to  comment  briefly  on  the  decision-making  processes, 
both  of  the  self-regulatory  bodies,  and  of  the  Commis'^ion  in  tlie  exereii^e  of  over- 
sight of  their  actions.  The  decision-making  process  in  any  organization  is  closely 
related  to  the  structure  of  that  organization,  the  distribution  of  authority  both 
to  initiate  study  and  consideration  of  a  question  and  to  finally  decide  it  for  the 
organization,  as  well  as  the  nature  of  any  procedural  requirements  or  formalities 
which  may  be  proscribed,  either  by  external  authority  or  internally. 

Tlie  Securities  Exchange  Act  of  19.34  says  very  little  about  the  internal  de- 
cision-making processes  of  the  self-regulatory  bodies,  as  distinct  from  the  sub- 
stantive standards  to  which  their  decisions  must  conform.  That  Act  includes 
general  principles  such  as  "fair  administration"  and  "fair  representation,"  to- 
gether with  a  fairly  specific  procedural  outline  for  disciplinary  decisions  of  the 
NASD  found  in  Section  15A(b)  (9)  and  (10).  The  general  decision-making  pat- 
tern for  these  bodies  which  appears  to  have  been  contemplated,  and  as  it  has 
evolved,  seems  to  be  modeled  on  that  generally  prevailing  in  the  United  States 
among  private  associations  or  corporations  formed  not  to  conduct  business  for  a 
profit,  but  to  provide  services  or  other  benefits  to  their  members,  or  to  the  gen- 
eral public,  or  both.  The  pattern  includes  a  governing  board  elected  by  the  mem- 
bers, and  a  staff  assigned  to  serve  the  board  and  carry  out  its  decisions.  The  sig- 
nificance of  the  staif  has  been  increased  as  the  organizations  have  estalilished  the 
position  of  a  full-time  salaried  chief  executive  officer.  Structural  or  major  deci- 
sions such  as  amendments  to  the  constitution  and  by-laws  and  significant  sub- 
stantive rules  require  approval  by  vote  of  the  membership. 

These  bodies  do  not  act  just  like  Government  agencies,  whose  procedures  and 
functions  are  derived  from,  and  often  proscribed  by,  statutes  rather  than  from 
the  decisions  of  those  who  choose  to  become  members,  and  I  think  this  distinction 
is  essential  to  the  concept  of  self-rpgulation.  This  does  not  mean  that  the  decision- 
making proces.S'es  of  the  self -regulatory  bodies  cannot  be  improved.  There  is  an 
increasing  awareness  that  their  decisions  affect  persons  other  than  their  members, 
and  that  the  voices  of  these  other  persons  should  be  heard.  This  may  well  be  true, 
incidentally,  not  only  of  the  self -regulatory  bodies  in  the  securities  industry, 
but  also  of  other  large  and  influential  private  associations.  The  self-regulatory 
bodies  are  moving  in  various  ways  to  meet  this  need.  The  NASD  is  increasingly 
exposing  proposed  rules  for  public  comment,  a  thing  they  never  did  a  few  years 
ago.  and  the  major  exchanges  are  significantly  expanding  public  participation 
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in  their  governing  bonrds.  Further  improvements  will  no  doubt  follow.  I  do  not 
think,  however,  that  the  self-regulatory  bodies  should  be  saddled  with  the  whole 
panopoly  of  Government  administrative  procedure.  I  doubt  if  it  would  lie  suitable 
for  a  n"'in-govprnment  organization,  and  I  know,  as  a  Government  official  for 
a  good  many  years,  and  as  a  member  of  the  Administrative  Conference  of  the 
United  States  "since  1968.  that  the  field  of  Government  administrative  procedure 
is  not  without  serious  problems,  including  delay,  cumbersome  formalities,  and 
unnecessary  expense  for  all  concerned. 

Turning  to  Commission  supervision  or  overs.ight,  this  can  be  exercised,  as  you 
know,  in  a  variety  of  ways.  In  some  instances,  as  for  example  in  the  case  of  floor 
trading  and  odd-lot  trading,  the  Commission  can  simply  write  rules  for  the 
p\<hanyes.  In  other  years,  particularly  the  definition  of  fradulent  or  manip- 
ulative practices,  the  Commission  can  directly  adopt  rules  which  the  self- 
regulatory  bodies,  together  with  the  Commission  are  then  obligated  to  enforce. 
Your  concern,  however,  for  purposes  of  the  present  case  studies,  is  with  Com- 
mission oversight  or  supervision  of  decisions  made  by  the  self-regulatory  bodies, 
whether  expressed  in  rules  or  otherwise.  I  just  wanted  to  point  out  that  this 
type  of  oversight,  while  significant,  is  by  no  means  the  only  type  which  exists 
nnd  is  exercised. 

With  respe^'t  to  the  rules  of  the  self-regulatory  organizations,  the  Commission  s 
authority  under  existing  law  is  somewhat  limited.  The  existing  statutory  pattern 
for  oversight  in  this  area  has  grown  up  piecemeal  over  the  years  since  1934 
and  contains  quite  a  number  of  gaps  and  inconsistencies.  In  May  of  this  year,  we 
transmitted  to  the  Congress  draft  legislation  which  we  believe  would  not  only 
provide  a  more  consistent  pattern,  but,  perhaps  more  importantly,  would  not 
op.]y  allow  the  Commission  to  exerois^  considerably  more  effective  oversight  and 
supervision  with  respect  to  rule-making  by  the  self-regulatory  bodies,  but  would 
avoid  situations  where  the  Commission  simply  cannot  act  at  all  where  it  probably 
should.  One  of  your  case  studies  may  present  that  tyi>e  of  problem.  The 
deficiencies  in  the  statutory  pattern  for  oversight  have  been  discussed  for  many 
vears.  The  Snecial  Study  "of  1963  describe<l  them  at  length:  they  were  given 
/^nr^fui  attention  by  the  Supreme  Court  of  tlie  Fnited  States  in  the  f^ilrer  case: 
and  more  recently,  they  were  examined  in  the  Commission's  Stndij  of  Unsafe 
and  Unsound  Practices  of  Broker-Dealers,  fent  to  the  Congress  in  1971.  I  will 
not  attempt  to  go  through  this  background  e::cept  to  refer,  in  the  light  of  present 
concern  about  the  adequacy  of  Commission  oversight,  to  the  fact  that  when, 
following  the  Special  Study,  the  Commission  adopted  Rule  17a-S  requiring 
notice  to  the  Commission  of  proposed  exchange  rule-making,  a  distinguished  mem- 
ber of  Congress  who  had  responsibility  for  oversight  of  the  Commission,  sug- 
gested rather  pointedly  that,  in  his  judg-ment,  this  rule  was  an  undue  and  perhaps 
unlnwful  intrusion  upon  exchanges'  rule-making  processes. 

We  would  urge  that  our  proposed  legislation,  which  has  been  introduced  in 
the  House  of  Representatives,  be  acted  on  promptly  in  order  to  further  the  con- 
tinuins  vigor  and  credibility  of  self-regulntion  by  more  adequate  oversight. 

Partly  because  of  the  lack  of  other  procedures  and  partly  for  practical  reasons, 
Commission  oversight  over  tJie  decision-making  of  the  self-regulatory  agencies 
has  traditionally  been  carried  on  rather  informally.  This  practice  has  been  the 
subject  of  some  criticism.  The  criticism  may,  in  part,  be  justified,  but,  in  large 
n^easure.  it  seems  to  be  based  on  a  misimderstanding  of  the  nature  and  function 
of  the  whole  process.  Some  observers  view  the  relationship  between  the  Com- 
misi=*ion.  and.  for  example,  the  New  York  Stock  Exchange  as  a  self-regulatory 
body,  as  being  essentially  the  same  as  the  relationship  between  a  regulatory 
agency  and  a  regulated  company,  and  they  seem  to  suggest  that  the  Commission 
should  proceed  in  much  the  same  way  as,  for  example,  the  Interstate  Com- 
merce Commission  proceeds  when  regulating  the  rates  of  a  railroad  company. 
Thipi  analogy  is  not  apt. 

The  self-regulatory  agencies,  acting  as  such,  are  not  simply  regulated  com- 
panies in  a  regulated  industry;  rather,  pursuant  to  Congressional  mandate, 
they  share  with  the  Commission  the  responsibility  for  regulating  an  industry — 
the  securities  business.  Once  this  is  appreciated,  there  is  much  to  be  said  for  the 
Commission's  traditional  informal  approach,  which  is  designed  to  help  the  self- 
regulatory  bodies  do  their  part  of  the  job  more  effectively  in  the  pubic  interest, 
rather  than  confronting  them  as  adversaries  in  an  arena.  When  we  discuss 
particular  regulatory  problems  with  a  self-regulatory  body,  both  we  and  they 
have  an  input  of  factual  information  and  insight,  and  a  result  which  reflects 
both  their  input  and  ours  is  not,  as  some  have  suggested,  necessarily  the  product 
either  of  bargaining  or  of  compromise. 
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This  is  not  to  say  that  there  is  no  need  for  improvement  in  the  processes  of  our 
oversight.  In  addition  to  the  need  in  statutory  changes  which  I  have  mentioned, 
there  must  be  awareness  of  some  of  the  unique  characteristics  and  problems 
which  self-regulation  presents.  A  self-regulatory  body  draws  its  membership 
largely  from  members  of  the  regulated  industry.  This  is  a  source  of  strength 
insofar  as  they  bring  to  the  regulatoiy  task  practical  business  judgment  and 
experience,  which  can  hardly  be  duplicated  in  a  Government  agency,  but  it 
also  creates  problems  insofar  as  self-regulatory  decisions  may  be  influenced  by 
a  desire  to  promote  the  economic  interests  of  members  or  of  a  particular  group 
of  members,  or  by  a  wish  to  preserve  or  obtain  a  competitive  advantage.  It 
is  net  true,  however,  that  a  regulatoi-y  decision  which  has  an  impact  on  the 
relative  competitive  position  of  various  segments  of  the  industry  is,  for  that 
reason,  necessarily  wrong  or  even  corrupt.  Regulatory  considerations,  such  as 
the  protection  of  unsophisticated  investors  or  the  maintenance  of  orderly  markets, 
may  require  limitations  upon  the  unfettered  pursuit  of  competitive  aims,  but  I 
believe  that,  to  the  extent  compatible  with  the  public  interest,  comi>etition 
rather  than  regulation  should  be  relied  upon  and  encouraged.  Oversight  should 
not  only  insure,  but  also  appear  to  insure,  that  regulatory  decisions  are  not 
made  for  other  than  regulatory  purposes. 

Procedures  for  Commission  oversight  of  self-regulatory  action  require  a 
balancing  between  the  opportunity  for  frank  and  uninhibited  discussion  of 
policy  issues  and  the  need  to  give  all  persons,  whether  members  or  not,  who  may 
be  affected  by  the  action  a  chance  to  make  their  views  known.  In  response  to 
this,  the  Commission  has  increasingly  in  recent  years  developed  procedures  for 
public  participation  in  this  process.  We  have  held  extensive  public  hearings  on 
such  significant  questions  as  exchange  commission  rates,  institutional  member- 
ship and  the  future  structure  of  the  securities  markets.  Following  the  latest 
set  of  hearings,  the  Commission  issued  its  Statement  on  the  Future  Structure  of 
the  Securities  Markets  in  which  it  articulated  its  general  conclusions  and 
approach,  based  upon  the  record  thus  made,  to  a  number  of  major  questions  and 
also  pointed  out  directions  in  which  it  believed  the  securities  industry  must 
movp.  This  policy  statement  has  been  followed  with  various  steps  towards  its 
implementation. 

Procedures  must  be  accommodated  to  their  purposes.  Thus,  we  believe  that 
where  the  self-regulatory  bodies  or  the  Commission,  or  both,  are  engaged  in 
formulating  policy  or  establishing  rules  or  standards  for  future  conduct,  the 
function,  and  therefore  the  appropriate  procedure,  is  of  a  quasi-legislative 
nature  and  should  resemble  the  fact  finding  and  the  deliberative  practice  of  a 
legislative  body,  rather  than  the  trial  of  a  lawsuit.  Last  week,  we  issued  a 
notice  of  proposed  rule-making  with  respect  to  Membership  on  Registered 
Securities  Exchanges,  for  other  than  Public  Purposes,  (Exchange  Act  Release 
No.  9716,  August  3,  1972)  in  which  we  outlined  the  procedures  to  be  followed  in 
that  proceeding  and  the  reasons  for  their  selection.  These  procedures  are  basi- 
cally quasi-legislative. 

This  is  a  period  of  rapid  change  in  the  securities  markets  in  which  difficult 
policy  decisions  have  to  be  made.  Procedures  for  decision-making  must  also 
change,  but  I  do  not  think  they  should  be  confined  within  rigid  molds.  There  is 
still  a  need  for  experimentation  to  find  the  procedures  best  suited  to  the  tasks 
and  decisions  before  us. 


Statement    of   Gordon    S.    Macklin,    President,    National   Association    of 
Securities  Dealers,  Inc. 

We  welcome  this  opportunity  to  appear  today  to  discuss  the  inclusion  of 
listed  stocks  in  the  NASDAQ  System.  Congratulations  are  In  order  for  the 
comprehensive  factual  statement  prepared  by  your  staff. 

It  is  obvious  that  neither  the  NASD  nor  the  Commission  was  in  possession 
of  facts  upon  which  to  make  a  considered  judgment  as  to  the  impact  of  including 
listed  stocks  in  the  NASDAQ  System  in  late  1970.  It  was  well  known  that  ''Third 
Market"  trading  had  existed  for  many  years  and  such  trading  has  been  expanding. 
Currently,  the  Third  Market  share  volume  in  NYSE-listed  issues  represents 
trading  is  less  than  4%.  With  the  exception  of  the  New  York  Stock  Exchange 
and,  as  a  percentage  of  total  NASDAQ  share  volume.  Third  Market  NASDAQ 
trading  is  less  than  4%.  With  the  exceptions  of  the  New  York  Stock  Exchange 
volume,  total  NASDAQ  volume  is  more  than  that  of  all  other  exchanges  combined. 

It  appears  to  us,  based  on  recent  figures,  that  approximately  75  firms  will 
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make  over-tlie-counter  markets  in  about  900  stocks  listed  on  all  exchanges.  There 
are  now  91  exchange-listed  issues  included  in  the  NASDAQ  system,  traded 
by  about  50  market  makers.^  Currently,  there  are  about  3,400  securities  listed 
in  NASDAQ  traded  by  625  market  makers.  Thus,  even  though  the  NASDAQ 
STstem  has  been  available  for  virtually  all  exchange-listed  securities  since 
October,  1971  these  issues  represent  only  2.7%  of  all  the  issues  in  the  system. 
Third  Market  makers  are  only  8%  of  total  market  makers  and  those  exchange- 
listed  issues  trade  in  NASDAQ  still  represent  a  relatively  small  percentage  of 
all  exchange-listed  issues  traded  over-the-counter. 

During  the  past  six  months  the  Securities  and  Exchange  Commission  has  been 
encouraging  the  development  of  a  central  market  system  for  all  trading  in  listed 
securities  including  that  of  Third  Market  Makers.  Among  its  primary  aims 
are  requirements  relating  to  disclosure  of  last  sale  and  quotation  information  and 
a  set  of  rules  for  participating  market  makers  which  would  develop  a  base  for 
uniform  regulation  among  various  markets.  It  is  also  studying  problems  associ- 
ated with  a  composite  tape  and  transacting  reporting.  In  view  of  these  develop- 
ments the  Board  of  Governors  has  appointed  a  Committee  on  Third  Market  and 
Disclosure  which  is  now  addressing  and  reviewing  regulatory  problems  in  this 
area. 

The  original  decision  to  exclude  listed  stocks  from  NASDAQ  can  probably  be 
said  to  be  based  on  the  economics  of  the  system  and  lack  of  in-depth  knowledge 
of  Third  Market  activities.  In  the  middle  1960's  the  need  for  a  nationwide 
system  for  the  instantaneous  distribution  of  OTC  quotations  became  clearly 
apparent  to  all  in  the  industry.  Technological  progress  had  advanced  to  the 
point  where  it  was  feasible  to  consider  implementing  a  "NASDAQ"  type  concept 
at  about  the  same  time  that  the  obtaining  of  quotations  via  telephone  became 
so  hectic  as  to  be  almost  overwhelming.  The  demand  for  a  system  was  urgent 
but  success  in  establishing  one  was  difficult  to  predict.  The  fact  that  NASDAQ 
did  work  so  well  is  a  considerable  tribute  to  Bunker  Ramo  Corporation  and  to 
those  members  of  the  Automation  Committee  of  the  NASD  and  its  Board  who 
participated  in  its  planning  and  implementation. 

Immediately  prior  to  start-up  on  February  8,  1971,  it  was  not  known  whether 
the  system  would  function  or  would  function  as  planned.  Indeed,  situations 
arose  where  dealers  in  large  areas  of  the  country  could  not  update  their  quota- 
tions because  regional  "concentrators"  did  not  function.  The  system  operators, 
at  our  insistence,  subsequently  installed  back-up  equipment  in  each  region.  More 
than  20  million  dollars  had  been  expended  by  Bunker  Ramo  in  design  and  installa- 
tion. It  was  imperative  for  the  industry  that  the  system  go  on  line  at  the  earliest 
possible  moment  and  staffs  of  Bunker  Ramo  and  the  NASD  worked  continuously 
toward  early  implementation. 

The  question  of  inclusion  of  listed  stocks  was  of  secondary  importance  to  start- 
up of  the  system.  The  needs  of  the  over-the-counter  market  dictated  that  there 
be  no  delay  since,  for  the  first  time,  nationwide  instantaneous  disclosure  of  all 
quotations  in  the  system,  approximately  2.300  could  be  obtained  if  the  System 
worked.  The  decision  to  delay  inclusion  of  listed  stocks  at  start-up,  pending 
study  of  possible  problems,  and  the  gathering  of  information  and  data  upon 
which  to  make  a  final  determination  as  to  these  problems  appeared  reasonable 
and  desirable.  Needless  to  say,  we  believe  that  the  procedures  by  which  this  was 
accomplished  and  the  ultimate  decision  reached  were  fair  and  reasonable.  While 
it  is  true  that  a  few  have  argued  that  conflicting  economic  interests  of  some 
members  played  an  unfair  part  in  the  decision  making  process,  we  do  not  believe 
that  to  be  the  case.  Progress  is  usually  accompanied  by  adjustment  and  change 
brings  certain  dislocations,  but  this  is  not  to  say  that  unfair  or  shortsighted 
decisions  always  result  when  those  having  conflicting  interests  are  the  decision 
makers.  In  addition,  it  should  be  pointed  out  if  any  unfairness  or  arbitrary 
or  capricious  action  were  taken  by  our  Board  it  is  always  subject  to  SEC  over- 
sight and  court  review.  We  believe  that  these  safeguards  have  been  and  will  be 
sufficient  deterrents  to  prevent  undue  influence  or  the  taking  of  unfair  advantage 
for  economic  reasons. 

Prior  to  start-up,  the  Board  decided  that  it  would  be  desirable  to  undertake 
a  program  to  educate  and  inform  the  industry  and  the  public  as  to  the  NASDAQ 
potential.  Basically,  we  think  the  NASD  should,  in  the  public  interest,  undertake 
to  publicize  and  disseminate  information  relating  to  new  and  significant  m.at- 
ters.  We  attempted  to  do  this  in  connection  with  NASDAQ  in  order  to  gain 


1  According  to  a  recent  survey  5  market  makers  handle  about  77%   of  all  Third  Market 
share  volume. 
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acceptance  of  and  support  for  the  System  and  also  because  of  the  forthcoming 
change  in  patterns  of  trading  over-the-counter  securities.  NASDAQ  is  evolu- 
tionary many  changes  have  taken  place  since  start-up,  both  technically  and 
regulatory,  and  continuing  change  can  be  expected.  Quotations  must  be  firm 
for  a  normal  unit  of  trading,  and  volume  must  be  reported  or  disciplinary  action 
may  be  instituted.  Future  enhancements  will  deal  with  transaction  reporting, 
automatic  telephone  connection  to  the  dealer  making  the  best  market,  and  clear- 
ance and  settlement  through  inter-face  with  the  National  Clearing  Corporation. 
It  is  the  function  of  regulators,  self  or  governmental,  to  guide  and  regulate  these 
processes  as  directed  by  the  Congress.  ,    '      .    ,     . 

Other  ramifications  of  NASDAQ  are  and  will  be  worthy  of  industry  and  public 
attention  For  example,  the  decision  as  to  whether  a  company  should  list  on  an 
exchange  or  continue  to  be  traded  in  NASDAQ.  Because  of  NASDAQ  the  dif- 
ficulties in  making  this  decision  have  been  considerably  broadened.  Depending 
upon  the  issue  involved  and  its  particular  circumstances,  there  is  a  question 
as  to  whether  it  is  to  the  advantage  of  the  issuer  to  remain  in  NASDAQ,  with 
an  average  of  approximately  6.0  market  marker.'^,  in  various  cities,  or  is  it  pref- 
erable to  become  listed  with  trading  concentrated  in  only  one  specialist  on  an 
exchange  floor?  Before  NASDAQ,  when  volume  of  trading  was  not  available 
in  over-the-counter  securities,  and  when  instantaneous  quotations  were  not 
available  at  the  touch  of  a  finger,  a  decision  might  have  been  made  more  easily 
to  list  on  an  exchange. 

As  newspaper  coverage  of  NASDAQ  trading  expands,  including  publication 
of  last  sale  information,  the  listing  decision  will  become  even  more  diflficult, 
and  as  additional  information  as  to  NASDAQ  securities  is  disseminated,  old 
discriminations,  such  as  state  registration  requirements  which  exempt  exchange 
stocks  from  full  filing  requirements  but  require  such  for  NASDAQ  stocks,  should 
be  eliminated.  Also  to  be  considered  is  the  impact  of  NASDAQ  on  marginability 
of  non-listed  securities. 

Our  efforts  to  distribute  information,  which  may  easily  be  identified  as  com- 
petitive with  other  markets,  indicates  quite  clearly  that  it  does  not  matter  that 
economic  conflicts  are  present  in  the  Association's  governing  board.  Tlie  lf>34 
Act  and  NASD  rules  require  that  the  Board  be  fairly  and  equitably  representa- 
tive of  i  s  membership.  Currently,  there  are  4,300  NASD  members  and  of  these 
1,100  are  members  of  exchanges.  About  544  are  members  of  the  New  York  Stock 
Exchange.  These  first  part'cipatp  widoly  in  the  over  the-eonnver  industry  nnf\  it 
is  an  important  part  of  their  overall  business  mix.  Information  available  from 
annual  financial  reports  filed  by  members  indicate  that  for  the  year  1970  gross 
securities  income  for  NASD  members  was  nearly  $5  billion.  Of  this  amount  $2 
billion  was  from  exchange  trading,  and  $1.4  from  over-the-counter  commissions 
and  principal  business.  The  remaining  $1.6  billion  was  derived  from  other  se- 
curities activity  such  as  general  underwriting  and  mutual  fund  sales.  While  no 
two  firms  are  the  same,  the  fact  that  the  firm  may  participate  broadly  in  exchange 
as  well  as  over-the-counter  markets  should  not  disqualify  one  of  its  representa- 
tives from  making  fair  and  honest  decisions  as  an  Association  Board  member, 
rather  it  should  be  encouraged.  Our  experience  clearly  shows  that  a  man's 
first  allegiance  is  not  a  stock  exchange  simply  because  his  firm  happens  to  be  a 
member. 

The  procedures  followed  in  reaching  the  ultimate  decision  as  to  listing  stocks 
in  NASDAQ  we  consider  to  have  been  reasonable  and  proper. 

Obviously,  it  would  have  been  desirable  to  have  information  available  both 
statistically  as  well  as  comment  from  the  industry,  public  and  government,  so 
that  an  informed  decision  could  have  been  made  prior  to  start-up.  Unfortunately, 
this  was  not  possible.  The  overwhelming  priority  at  the  time  was  implementation 
of  the  System  so  that  the  ultimate  beneficiaries,  the  public,  would  have  available 
rapid  and  accurate  quotations. 

The  decision  to  delay  inclusion  did  not  interfere  with  Third  ^Market  trading. 
It  did  provide  an  opportunity,  in  view  of  the  problems  raised,  to  evaluate  and 
test  and  to  reach  an  informed  judgment  on  this  question.  The  procedures  were 
sanctioned  by  the  SEC,  and  shortly  after  the  decision  to  delay  was  reached  in 
November,  1970,  a  special  report  to  members  and  the  press  was  distributed  so 
they  would  be  aware  of  the  controversy.  We  received  critical  responses  from 
approximately  15  to  20  members,  to  whom  we  replied  that  full  consideration 
would  be  given  to  their  views.  Under  the  circumstances  then  prevailing,  solicita- 
tion of  the  membership  and  request  for  public  comment  would  almost  surely 
have  resulted  in  lengthy  delay  in  start-up  of  the  System.  ThLs  would  have  been 
very  difficult  to  justify  because  of  the  need  for  the  System  by  the  industry  and 
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also  because  it  was  important  that  revenues  commence  in  view  of  tlie  considerable 
investment  by  the  System  Operator,  and  because  of  the  large  degree  of  risk 
involved  both  in  technical  performance  as  well  as  in  acceptance  and  usage  by 
industry  members. 

The  NASD  desired  comment  from  all  sources  in  respect  to  important  regula- 
tory matters,  and  it  is  our  policy  to  obtain  such  comments  prior  to  adoption  of 
new  by-laws  and  rules.  While  the  report  to  members  cannot  be  said  to  satisfy 
solicitation  for  comment,  we  believe  this  approach  was  a  reasonable  first  step 
and  sound  in  view  of  the  limited  time  available  before  the  System  could 
commence  operations. 

It  appears  to  us  that  the  SEC  properly  fulfilled  its  role  in  this  matter.  It 
would  have  been  premature  for  the  SEC  to  conduct  a  formal  proceeding  in  1968. 
Negotiations  were  underway  with  Bunker  Ramo;  however,  a  contract  had  not 
been  signed  and  it  was  not  known  whether  the  risk  would  be  undertaken  by 
them.  Further,  substantially  less  facts  and  data  were  then  available  upon  which 
to  base  a  decision  than  were  available  in  early  1972  after  our  test  and  the 
comprehensive  SEC  hearings. 

Prior  to  and  throughout  the  1970-71  period  there  was  little  known  about  trad- 
ing activity  or  patterns  of  institutions,  and  since  most  Third  Market  trading 
is  with  institutions  (in  excess  of  79%  as  reported  in  our  study),  it  was  important 
to  consider  the  possible  results  of  the  Institutional  Study  which  was  in  process 
by  the  SEC.  In  late  1970  it  was  thought  that  this  document  might  pro^'ide 
assistance  in  making  a  permanent  decision.  In  addition,  it  should  be  remembered 
that  the  period  1968  through  1970  was  one  which  had  never  before  beset  the 
industry  and  resulted  in  catastrophic  losses  and  a  recommendation  for  restruc- 
turing if  the  industry  which  is  not  yet  completed.  In  1969  hearings  were  con- 
ducted on  the  operational  and  financial  condition  of  the  industry  and  there 
emerged  the  absolute  need  for  a  nationwide  uniform  system  for  clearing  and 
settling  over-the-counter  securities,  its  transactions.  These  matters  were  of  para- 
mount concern  to  the  industry,  its  regulators,  and  the  Congi-ess  as  is  vrell 
documented  by  establishment  of  Securities  Investors  Protection  CoiiDoration  in 
December  1970.  The  Martin  Report,  dealing  with  the  restructuring  of  the  New 
York  Stock  Exchange,  was  in  preparation  in  mid-1971  and  in  October  1971  the 
SEC  conducted  hearings  on  the  future  structure  of  the  industry,  including  the 
role  of  the  Third  Market.  The  Martin  Report  issued  in  August  1971  could  be 
read  to  recommend  the  elimination  of  the  Third  JIarket.  Numerous  witnesses 
testified  at  the  Commission  hearings  in  respect  to  the  Third  Market,  including 
the  NASD.  In  our  statement  on  November  11,  1971.  we  said :  "NASDAQ,  a 
national  communication  system  which  is  adapted  to  use  by  all  securities 
exchanges  already  exists.  Fuller  use  of  these  facilities  for  reporting  of  the 
quotations  and  transactions  of  the  various  markets  will  stimulate  compensation 
which  is  in  the  public  interest.  We  believe  it  desirable  to  fully  explore  and 
implement  the  potential  of  the  NASDAQ  System  including  expansion  of  its 
quotations  capacity  and  potential  for  trade  reporting." 

Thus,  during  the  test  period,  hearings  were  held  and  all  parties  interested 
had  adequate  opportunity  to  express  their  views  to  the  governmental  agencies 
concerned  with  the  regulation  of  the  nation's  securities  markets.  The  solutions 
are  simple,  and  intricate,  complex,  and  long-range  problems  are  involved,  many 
of  which  will  not  be  resolved  in  short  order.  In  sum,  we  believe  it  is  difficult 
to  say  that  any  informed  solution  was  possible  within  the  very  short  time  frame 
presented  immediately  prior  to  the  NASDAQ  start-up. 

We  were  aided  in  our  thinking  and  deliberations  concerning  a  test  of  listed 
securities  in  NASDAQ  through  conferences  with  representatives  of  Weeden  »fc 
Co.  in  late  1970.  This  organization  was  then  responsible  for  about  50%  of  Third 
Market  trading.  In  such  discussions  we  made  it  clear  that  we  would  act  promptly 
in  presenting  this  possibility  to  the  Board.  It  must  be  remembered  that  at  that 
time  there  existed  a  possibility  of  an  appeal  to  the  courts  of  the  SEC's  approval 
of  the  NASD  delay  at  start-up,  and  there  also  existed  tlie  possibility  of  direct 
approach  to  the  courts  for  an  injunction  staying  the  implementation  of  the 
system  without  listed  stocks.  The  filing  of  the  private  litigation  was  an  added 
factor  for  consideration.  The  unusual  and  unique  complex  circumstances  sur- 
rounding NASDAQ  implementation  are  not  likely  to  be  again  presented.  The 
testimony  at  the  SEC's  market  structure  hearing,  the  information  contained  in 
the  Institutional  Study,  and  the  test  results  themselves,  in  retrospect,  clearly 
indicate  the  differences  of  views  and  the  complexity  of  the  problems,  some  of 
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which   (including  disclosure  requirements  for  trading  in  listed  securities)   are 
still  being  studied  by  SEO  and  Congress.  .      ,     ,  ^       i 

As  vou  are  aware,  the  NASD  has  operated  since  its  by-laws  and  rules  were 
orisinallv  approved  by  the  SEC  in  1939  with  full  Commission  oversight  of  its 
actions  It  has  been  our  view  that  because  of  the  extensive  governmental 
oversight  and  because  of  the  provisions  of  Section  15A(n)  of  the  1934  Act  to 
the  effect  that  the  Maloney  Act  should  prevail  if  in  conflict  with  any  other 
provision  of  law,  that  any  necessary  anti-competitive  aspects  of  NASD  regula- 
tion is  protected  against  antitrust  attack.  Because  of  a  similar  need  m  19(0, 
in  enacting  the  Investment  Company  Act  Amendments,  Congress  repeated  the 
protective  provisions  of  Section  15A(n)  in  the  1940  Act,  in  order  to  protect  the 
Association  from  attack  in  respect  to  responsibilities  delegated  to  it  ui  regulating 
mutual  fimd  sales  charges.  ,  ^      ^  ...  . 

Recent  court  decisions  have  indicated  the  need  for  Congressional  review  of 
these  statutes  so  as  to  immunize  the  NASD  from  antitrust  attack  as  to  actions 
taken  in  good  faith  in  accordance  with  its  by-laws  and  rules  and  with  the  ap- 
proval of  the  SEC.  It  seems  to  us  that  the  strictures  of  the  Sherman  and 
Clayton  Acts  should  not  apply  to  the  government  approved  acts  of  a  quasi- 
govermental,  non-profit,  self-regulatory  organization  in  the  same  manner  they 
apply  to  normal  competitive  profit  making  enterprises.  Treble  damages  and  the 
recovery  of  attorneys'  fees  make  sense  as  a  matter  of  public  policy  to  aid  in  the 
enforcement  of  the  antitrust  laws.  It  is  not  clear  that  this  same  public  policy 
should  prevail  where  bona  fide  attempts  have  been  made  with  governmental 
oversight  in  the  pul)iic  interest  in  response  to  Congressional  authority. 

We  are  appreciative  of  this  opportunity  to  present  this  statement  as  well  as 
of  the  great  efforts  of  this  Subcommittee  throughout  the  past  year  in  investigat- 
ing industry  problems.  We  stand  ready  at  aU  times  to  assist  it. 

Senator  Willlvms.  Very  good.  You  have  been  most  cooperative. 

This  basic  study  and  this  liearing  will  be  a  leavening  of  the  whole 
process  in  the  changing  world.  Thank  you  very  much. 

(Whereupon,  at  4:35  p.m.,  the  hearing  was  recessed,  to  be  resumed 
the  following  day,  Wednesday,  August  9,  at  2 :00  p.m.) 


APPENDIX  TO  PROCEEDINGS  CONDUCTED  ON 

AUGUST  8 

Securities  and  Exchange  Commission, 

Washington,  B.C.,  October  27, 1912. 
Hon.  Harbison  A.  Williams,  Jr., 

Chairman,  Subcommittee  on  Securities,  Committee  on  Banking,  Housing  and 
Urban  Affairs,  United  States  Senate,  Washington,  B.C. 
Dear  Senator  Williams  :  In  connection  with  your  Subcommittee's  study  of 
the  self-regulatory  process,  you  have  posed  certain  questions  concerning  the 
decisions  involved  in  the  inclusion  of  listed  securities  in  NASDAQ,  the  nation- 
wide computer-based  information  system  of  the  National  Association  of  Secur- 
ities Dealers,  Inc. 

Pursuant  to  your  request,  I  have  annexed  my  responses  to  these  questions. 
Although  some  of  the  questions  posed  appear  to  be  directed  specifically  to  the 
NASD,  I  have  set  forth  some  general  comments  with  respect  to  these  questions 
as  well.  As  you  are  aware,  some  of  the  matters  raised  in  the  questions  you  posed 
were  discussed  during  my  testimony  before  your  Subcommittee  on  August  8  of 
this  year  and  in  my  general  statement  on  self-regulation  which  I  represented 
earlier  this  month.  In  order  not  to  inconvenience  the  Subcommittee,  I  have  indi- 
cated those  portions  of  the  response  to  your  questions  which  I  have  previously 
discussed. 

I  trust  that  the  attached  responses  will  be  helpful  to  you  in  your  diflScult 
tasks.  If  I  can  be  of  further  assistance  to  the  Subcommittee  or  its  staff,  please 
do  not  hesitate  to  advise  me. 
Sincerely, 

Philip  A.  Loomis,  Jr., 

Comrmssionei'. 


Response  of  Securities  and  Exchange  Commission  to  Questions  Concerning  the 
Inclusion  of  Listed  Securities  in  NASDAQ 

Introduction 

Your  Subcommittee  already  has  graciously  accorded  me  an  opportunity  to 
express  some  of  my  views  on  self-regulation  generally  ^  and  on  these  studies  in 
particular.^  I  believe,  however,  that  a  general  word  about  this  case  study  of 
NASDAQ  is  in  order  before  I  proceed  to  respond  to  the  specific  questions  you 
have  raised. 

As  I  noted  in  my  prior  appearances  before  you,'  this  study  is  somewhat  atypi- 
cal ;  it  seeks  to  inquire  as  to  a  decision  making  process  that  commenced  in  1964 
and  did  not  come  to  fruition  until  early  1971,  and  it  involves  a  rather  unique 
occurrence — the  development  of  a  complex  computerized  quotations  system. 
This  development  should  be  viewed  in  context.  The  NASD  has  been  concerned 
with  quotations  almost  from  its  inception.  It  became  fairly  early  the  principal 
source  of  quotations  for  over-the-counter  securities  which  appeared  in  news- 
papers. These  quotations  were  collected  and  disseminated  to  the  press  by,  or 
under  the  auspices  of,  NASD  committees.  Generally  speaking,  quotations  were 


^  See  Remarks  of  Philip  A.  Loomis,  Jr.,  Commissioner,  Securities  and  Exchange  Com- 
mission, Before  the  Subcommittee  on  Securities  of  the  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs,  "The  Structural  Operation  of  the  Regulatory  System  in  the 
Securities  Industry"  (Oct.  5,  1972)  (hereafter,  "Remarks"). 

2  Testimony  of  Philip  A.  Loomis,  Jr.  Before  the  Subcommittee  on  Securities  of  the  Senate 
Committee  on  Banking,  Housing  and  Urban  Affairs  (Aug.  8  and  9,  1972)  (hereafter, 
"Testimony"). 

s  Remarks,  supra  n.  1,  at  p.  1  ;  Testimony,  (Aug.  8),  supra  n.  2,  at  pp.  11-12. 
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collected  the  day  before  they  appeared  in  the  press,  and  therefore,  did  not  neces- 
sarily reflect  the  current  market.  In  addition,  for  most  of  the  period  prior  to  1964, 
the  inter-dealer  quotations  were  arbitrarily  adjusted  to  provide  a  spread  to 
accommodate  retail  selling.  The  evolution  of  the  NASD  quotations  system  and 
the  problems  which  it  presented  were  extensively  discussed  in  the  Report  of  the 
Special  Study.*  This  retail  quotations  system,  although  it  involved  a  substantial 
investment  of  time  and  effort  by  the  NASD,  was  not  operated  pursuant  to  any 
express  statutory  mandate,  and  the  NASD,  at  times,  took  the  position  that  it 
could  abandon  the  effort  if  it  should  choose  to  do  so.^  The  Special  Study  recom- 
mended that  the  NASD  quotations  system  should  be  revised  and  reformed  and 
that  it  should  be  conducted  under  an  express  statutory  mandate.  In  response  to 
this  recommendation,  Congress  enacted  Section  15A(b)  (12)  of  the  Securities 
I>xchange  Act,"  as  added  in  1964,  and  the  NASD,  commencing  in  1964,  set  about 
developing  an  automated  quotations  system,  utilizing  electronic  data  processing 
and  modern  communications  technology.  This  was  a  major  undertaking  involving 
commitments  in  the  millions  of  dollars  and  presenting  a  host  of  technological, 
economic  and  regulatory  questions.  A  totally  new  and  vastly  improved  quotations 
system  for  over-the-counter  securities  has  resulted. 

The  question  of  the  inclusion  of  listed  securities  in  NASDAQ  should  be  con- 
sidered against  this  background.  While  this,  like  other  questions  involved  in 
the  system,  presented  a  knotty  problem,  it  was  by  no  means  the  only  one;  in 
fact,  because  this  was  such  a  major  and  complex  rmdertaking,  it  must  have 
appeared  distinctly  secondary,  if  not  peripheral  to  many  who  were  involved. 

In  the  development  of  NASDAQ,  the  Commission  and  its  staff,  as  evidenced  by 
the  documents  which  underlie  your  study,  were  in  close  and  constant  contact 
with  responsible  officials  of  the  NASD.  Various  ideas  and  concepts  were  discussed 
freely  and,  as  far  as  practicable,  fully,  during  the  six  years  that  it  took  to  make 
NASDAQ  a  reality ;  and,  I  might  add,  no  one  purported  to  reach  any  difinitive 
conclusions  about  the  appropriate  form  NASDAQ  ultimately  should  take.  Ac- 
cordingly, I  believe  that  there  may  be  some  confusion  generated  by  the  references 
contained  in  the  Subcommittee's  questions  to  "decisions"  rendered  in  the  early 
formulation  of  the  system  that  iiltimately  became  NASDAQ  or  "reversals"  of 
these  early  "decisions."  '  While  changes  in  the  NASD's  By-Laws  were,  on  several 
occasions,  submitted  to  the  Commission  and  subsequently  adopted  by  the  NASD, 
I  believe  it  was  understood  that  a  system  as  novel  and  unique  as  NASDAQ  could 
evolve  only  after  careful  evaluation,  not  only  of  theory  and  legal  concepts,  but 
of  the  logistical  and  other  pragmatic  considerations  inherent  in  an  undertaking 
of  this  kind. 

Indeed,  even  at  this  time,  there  are  issues  and  problems  still  to  be  resolved — 
but  they  can  and  will  be  resolved  only  after  empirical  experience  is  available 
upon  which  to  predicate  any  judgments  that  are  made.  In  a  situation  such  as 
this,  the  flexiible,  informal  process  of  discussion  and  negotiation  which  marks 
the  administrative  process  proves  most  valuable. 

1.  Are  self-regulatory  organizations  in  a  position  to  reach  fair  and  constructive 
decisions  on  questions  which  involve  largely  economic  issues  between  different 
classes  of  members,  or  betrveen  members  and  nonmembersf 

In  answering  this  question  in  the  context  of  your  Subcommittee's  NASDAQ 
study,  I  think  it  is  appropriate  to  note  that  the  Congress  which  adopted  the 
Maloney  Act  amendments  to  the  Securities  Exchange  Act  of  1934,*  did  intend 
national  securities  associations  to  make  initial  decisions  involving,  among  other 
things,  economic  issues."  Thus,  the  House  Committee,  in  its  report  on  the  Maloney 


*  Report  of  Special  Study  of  Securities  Markets,  H.R.  Doc.  No.  95,  88th  Cong.,  1st  Sess., 
pt.  2  at  pp.  630-645,  665-670,  674-678  (1963)   (hereafter,  "Special  Study"). 

5  Special  Study,  supra  pt.  2,  p.  639. 

«15U.S.C.  78o-3(b)(12). 

■^  See  Questions  4.  5.  6,  7,  S  and  15  infra,  pp.  12,  21  and  33. 

^  See  S.  3255,  75th  Cong.,  3d  Sess.  (1938). 

» The  House  Committee,  considering  the  Maloney  Act  amendments,  also  noted  two 
additional  regulatory  areas  to  which  that  bill  was  intended  to  be  responsive  : 

"First,  to  protect  the  investor  and  the  honest  dealer  alike  from  dishonest  and  unfair 
practices  by  the  submarginal  element  in  the  industry  ;  second,  to  cope  with  those  methods 
of  doing  business  which,  while  technically  outside  the  area  of  definite  illegality,  are 
nevertheless  unfair  both  to  customer  and  to  decent  competitor,  and  are  seriously  damaging 
to  the  mechanism  of  the  free  and  open  marl<et.   ..." 

H.R.  Rep.  No.  2307,  75th  Cong..  3d  Sess.  4   (1938)  ;  accord,  S.  Rep.  No.  1455,  75th  Cong., 
SdSess.  3  (1938). 
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Act  amendments,  gave  emphasis  to  the  economic,  as  well  as  disciplinary,  aspects 
of  over-the-counter  regulation,  stating  that  these  amendments  were  intended, 
among  other  things, 

"to  afford  to  the  investor  an  economic  service  the  efficiency  of  which  will  be 
commensurate  with  its  economic  importance,  so  that  the  machinery  of  the 
Nation's  markets  will  operate  to  avoid  the  misdirection  of  the  Nation's  sav- 
ings, which  contributes  powerfully  toward  economic  depressions  and  breeds 
distrust  of  our  financial  processes  (emphasis  supplied)^" 
Similarly,  it  was  understood  by  Ckingress  in  the  adoption  of  the  Maloney  Act 
amendments,  and  subsequently  by   the  Commission   in  its  implementation   of 
the  directives  of  those  amendments,  that  the  creation  of  national  securities  as- 
sociations envisioned  by  the  Maloney  Act — equipped  with  initial  regulatory  au- 
thority over  their  membersi — would  entail  decision  making  and  other  activities 
by  the  associations  that  would  have  a  direct  and  substantial  economic  impact, 
not  only  on  members  of  the  associations,  but  on  nonmembers  as  well,  including 
economic  imiMcts  with  decided  anti-competitive  overtones." 

This  very  subject  of  quotations  has  involved  the  NASD  in  economic  issues  and 
decisions.  Perhaps  the  most  significant  was  the  decision,  made  in  response  to  a 
Special  Study  recommendation,  that  the  quotations  appearing  in  the  newspapers 
and  later  on  NASDAQ  should  reflect  the  wholesale  or  inter-dealer  market  rather 
than  be  adjusted  to  reflect  a  so-called  "retail"  market,  making  allowance  for  a 
retail  commission  or  markup.  Many  in  the  NASD  felt  that  to  publish  wholesale 
prices  would  cripple  their  selling  efforts.  Others  believed,  as  did  the  Special 
Study,  that  investors  would  understand  the  situation  and  that  the  public  interest 
required  published  quotations  reflecting  the  actual  bid  and  asked  prices  of  market 
makers."  The  NASD  adopted  the  latter  alternative,^^  notwithstanding  economic 
pressure  from  its  retail  members. 

2.  Should  the  NASD  "promote"  the  interests  of  the  over-the-counter  market  in 
competition  with  exchange  markets,  in  the  same  manner  as  the  exchanges  "pro- 
mote" the  interests  of  their  markets? 

3.  If  so,  to  what  extent  should  firms  whose  principal  economic  attachment  is  to 
the  exchange  markets  be  permitted  to  participate  in  decisions  involving  inter- 
market  competition? 

Promotion  of  the  over-the-counter  markets,  in  the  broadest  sense — that  is,  in- 
spiring and  increasing  public  confidence  in  and  utilization  of  the  over-the-counter 
market— is  not  only  expected  of  the  NASD,  it  is,  in  large  measure,  the  reason  for 
the  adoption  of  the  Maloney  Act  amendments,  pursuant  to  which  the  NASD  was 
formed. 

The  legislative  history  of  the  Maloney  Act  amendments  evidences  serious  Con- 
gressional concern  with  the  importance  and  impact  of  trading  in  the  over-the- 


10  H  R  Rep.  No.  2307.  supra  n.  9.  at  p.  4  ;  accord  S.  Rep.  No.  1455,  supra  n.  9,  at  p.  3. 
See  also.  Section  ]5A(b)  (8)  of  the  Securities  Exchange  Act,  15  U.S.C.  78o-3(b)  (8)  which 
provides  that  the  rules  of  all  registered  securities  associations  must  be  designed,  inter  alia, 

"to  promote  just  and  equitable  principles  of  trade and,  in  general,  to  protect  Investors 

and  the  public  interest,  and  to  remove  impedimerts  to  and  perfect  the  mechanism  of  a 
free  and  open  market.   ..."  ,  .        ,  .^i  .   ^■ 

n  Strictly  speaking,  membership  in  the  NASD — the  only  national  securities  association 
to  register  with  the  Commission  pursuant  to  the  Maloney  Act  amendments  to  the  Securi- 
ties Exchange  Act — is  voluntary.  As  a  practical  matter,  however,  a  broker  or  dealer  in 
securities  who  is  not  a  member  of  the  NASD  is  excluded  from  a  sis^able  segment  of  the 
securities  business,  since  under  the  Maloney  Act  the  NASD  is  given  the  power  to  adopt 
rules  which  would  prohibit  members  from  dealing  with  nonmembers  except  on  the  same 
terms  and  conditions  as  the  member  affords  the  general  public.  See  Section  15A(i)(l)  or 
the  Securities  Exchange  Act,  15  U.S.C.  78o-3(i)(l).  See  also.  National  Association  of 
Securities  Dealers,  Inc.,  19  S.E.C.  424,  441  (1945)  :  Special  Study,  supra  n.  4,  pt.  4,  at 
p.  605.  This  accords  with  the  legislative  purpose.  The  House  Committee  on  Interstate  and 
Foreign  Commerce  stated,  at  the  time  it  reported  on  the  Maloney  Act  bill,  that  '  .  .  .it  is 
contemplated  that  exclusion  from  membership  in  a  registered  securities  association  will 
be  attended  and  implemented  bv  economic  sanctions."  ^      ^        o 

H.R.  Rep.  No.  2307,  supra  n.  9,  at  p.  9  ;  accord,  S.  Rep.  No.  1455,  supra  n.  9,  at  p.  8. 
cf.  Silver  v.  New  York  Stock  Exchange,  373  U.S.  .341,  349  (1963). 

12  Special  Study,  supra  n.  4,  pt.  2,  at  pp.  666-66S.  677-678.  .„„„  ^ 

wSee  Black  rf  Co.  v.  National  Association  of  Securities  Dealers,  Inc.,  [1964-1966  Trans- 
fer Binder]  CCH  Fed.  Sec.  L.  Rep.  1191.489  (D.D.C.  1965),  stay  denied,  [1964-1966 
Transfer  Binder]  CCH  Fed.  Sec.  L.  Rep.  T91,490  (C.A.D.C.  1965,  where  a  group  of  members 
unsuccessfully  sought  to  enjoin  the  NASD  from  carrying  out  this  decision. 
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counter  market "  and  a  fear  that  the  failure  to  provide  firm  regulation  of  prac- 
tices and  trading  in  the  over-the-counter  market  would  cause  trading  on  regulated 
exchange  markets  to  transfer  to  an  essentially  unregulated  over-the-counter  mar- 
ket "  In  adopting  the  Maloney  Act  amendments,  Congress  intended  to  foster  com- 
petition between  the  exchange  markets  and  over-the-counter  market,  but  not  com- 
petition founded  upon  the  absence  of  meaningful  regulation  of  the  latter  market. 
Thus,  Section  15A(b)  (8)  explicitly  requires  that  national  securities  association 
rules'be  designed,  in  part  (emphasis  supplied), 

"to  prevent  fraudulent  and  manipulative  acts  and  practices,  to  promote 
just  and  equitable  principles  of  trade,  to  provide  safeguards  against  unrea- 
sonable profits  or  unreasonable  rates  of  commissions  or  other  charges,  and, 
in  general,  to  protect  investors  and  the  public  interest,  and  to  remove  impedi- 
ments to  and  perfect  the  mechanism  of  a  free  and  open  market.  .  .  ."  " 
It  is  my  view  that  when  the  NASD  embarks  upon  a  program  such  as  the 
NASDAQ  System — a  program  calculated  to  improve  the  operations  or  standards 
of  its  members,  to  upgrade  the  kind  of  services  its  members  furnish  to  the 
investing  public,  and  othemise  to  implement  the  broad  legislative  goals  Con- 
gress envisioned  as   the  touchstone  of  self-regulation  of  the  over-the-counter 
market— the  NASD  is,  in  fact,  "promoting"  the  interests  of  the  over-the-counter 
market  in  competition  with  exchange  markets. 

The  Maloney  Act  amendments  contemplated  that  members  of  a  national 
securities  association  with  conflicting  interests  would  be  represented  in  the 
government  of  the  association,"  and  that  the  association  itself  would  adhere  to 
the  standard  of  the  public  interest,  not  the  economic  interest  of  some  or  neces- 
sarily even  a  majority  of  its  members.'*  The  fact  that  some  NASD  members  also 
are  exchange  members  is,  if  anything,  further  reason  for  permitting  their  views 
to  be  represented  and  considered  in  the  final  decision  making  processes  of  the 
NASD.  The  decisions  made  will  involve  these  members  most  directly,  and  their 
knowledge  of  exchange  practices  may  prove  useful  in  considering  alternative 
courses  of  conduct.  Unless  it  were  to  be  concluded  that  exchange  members  could 
have  no  voice  in  the  government  of  the  NASD— a  conclusion  that  I  believe 
would  be  inimical  to  the  basic  concept  of  self-regulation— I  see  no  reason  to  deny 
these  members  an  effective,  as  opposed  to  a  dominating,  part  in  the  affairs  of  the 
NASD.  It  should  be  noted  of  course,  that  the  possibility  that  a  conflict  of 
interest  might  generate  an  unfortunate  rule  change  or  proposal  is  vitiated  ma- 
terially by  the  fact  tliat  the  Commission  maintains  its  statutorily-mandated 
oversight  of  NASD  activities.^" 

Similarly,  where  NASD  actions  have  a  significant  public  impact— that  is,  an 
impact  which  extends  beyond  the  confines  of  the  NASD's  membership,  I  believe 
interested  members  of  the  public  also  should  be  given  an  opportunity  to  express 
their  views.""  At  the  present,  the  NASD  is  taking  several  steps  to  implement 


"  See,  e.g.,  S.  Rep.  No.  1455  supra,  n.  9,  at  p.  2,  where  it  was  noted  that :  "the  over-the- 
counter  markets  .  .  .  are  immense,  the  activities  embraced  therein  are  varied,  and  they 
are  of  the  utmost  importance  to  the  national  economy.  .   .  . 

•  ***•** 

"[T]he  over-the  counter  marltets  not  only  provide  the  medium  for  an  immense  volume  of 
trading  In  a  great  variety  of  securities,  but  they  also  provide  the  principal  channel  by  which 
the  savings  of  the  nation  flow  into  new  financing.   .   .   . 

"[T]he  over-the-counter  markets  are  national  in  a  dual  sense:  First,  because  of  their 
immense  importance  to  the  national  economy  ;  second,  because  the  actiial  operations  of  these 
markets  are  interconnected  on  a  national  scale." 
Accord,,  H.R.  Rep.  No.  2307  supra,  n.  9,  at  pp.  2-3.  „      ^        „ 

15  See  S.  Rep.  No.  1455.  supra  n.  9,  at  p.  3  ;  H.R.  Rep.  No.  2307  supra  n.  9,  at  p.  3  ; 
S.  Rep.  No.  792,  73d  Cong.,  2d  Sess.  (1934),  at  p.  6;  H.R.  Rep.  No.  1383,  73d  Cong.,  2d 
Sess.  (1934),  at  p.  15-16.  „        ^  „  „    t^ 

"15  U.S.C.  78o-3(b)(8).  See  also,  S.  Rep.  No.  1455,  supra  n.  9  at  p.  3  and  H.R.  Rep. 
2307,  supra  n.  9,  at  p.  4,  quoted  supra  p.  5.  ^  ,      o,       ^ 

'^'^  See  Special  Study,  supra  n.  4,  pt.  4,  at  p.  608  ;  Hearings  on  S.  S2.55  Before  the  Senate 
Comm.  on  Banking  and  Currency,  75th  Cong.,  3d  Sess.  (1938),  at  p.  22  (statement  of 
Commissioner  Mathews)  :  see  also.  Hearings  on  S.  S255  and  H.R.  963J,  Before  a  Subcomm. 
of  the  House  Comm.  on  Interstate  and  Foreign  Commerce,  75th  Cong.,  3d  Sess.  (1938)  at 
p.  15  (statement  of  Commissioner  Mathews).  See  also  Remarks,  supra  n.  1,  at  pp.  13-17. 

"See    Securities   Exchange   Act   Sections    15A(b)(6)    and    15A(b)'(8),    15    U.S.C.    78o- 

19  See 'securities  Exchange  Act  Sections  15A(j)  and  15A(k),  15  U.S.C.  78*-3(j)  and 
780-3 (k)  :  Hagen  Investments  Inc.,  v.  Securities  and  Exchange  Commission,  460  F.  2d 
1034,  1038  (C.A.  10,  1972). 

20  See  Remarks,  supra  n.  1,  at  p.  20. 
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these  objectives  through  the  use  of  "public"  governors  ^  and  the  publication  of 
significant  rule  proposals  for  public  comment.-- 

4.  Should  the  decision  on  inclusion  of  listed  securities  have  been  submitted  to 
the  full  NASD  membership  or  decided  by  the  Board  of  Governors? 

5.  Did  the  membership  vote  on  the  by-law  changes,  in  light  of  the  language 
in  the  attached  memorandum  [submitted  to  NASD  members  in  November  1968  to 
solicit  their  approval  of  the  NASDAQ  System],  constitute  a  membership  decision 
in  favor  of  inclusion? 

6.  Should  the  decision  have  been  subject  to  reversal  by  the  Board  of  Governors 
of  the  NASD  without  a  resolicitation  of  the  membership  and  an  opportunity 
for  public  comment? 

Questions  4,  5  and  6  posed  by  the  Subcommittee  may  suggest  a  possible  mis- 
conception of  the  procedures  which  led  to  the  implementation  of  NASDAQ. 

In  November,  196S— more  than  two  years  before  the  NASDAQ  System  com- 
menced operations— the  Board  of  Governors  of  the  NASD  submitted  to  the  NASD 
membership  proposed  amendments  and  additions  to  the  By-Laws  of  the  Associa- 
tion. As  the  memorandum  accompanying  these  proposals  made  clear  to  the  mem- 
bership, the  purpose  of  these  By-Law  changes  was  to  authorize  the  NASD's  Board 
of  Governors  "to  organize  and  operate  an  automated  quotations  system  for  the 
over-the-counter  market,  and  to  adopt  rules  under  which  the  System  will  operate, 
including  rules  in  areas  such  as  qualifications  of  registered  market  makers, 
standards  for  authorized  securities,  charges  to  be  collected  by  the  operator  of 
the  System,  and  procedures  for  persons  who  may  believe  they  are  aggrieved  by 
action  taken  by  the  Board  of  Governors  in  respect  to  operation  of  the  System." 

Proposed  Article  XVI  of  the  By-Laws  also  autliorized  the  Board  to  "incor- 
porate such  rules,  charges,  qualifications,  standards  and  procedures  into  a  new 
Schedule  'D,'  "  which  Schedule,  when  adopted  by  the  Board,  would  become  part 
of  the  By-Laws;  and  would  contain  the  "actual  procedures"  essential  to  the 
functioning  of  the  NASDAQ  System.'' 

The  membership  was  advised  that,  because  of  the  designation  of  formal  pro- 
cedures for  review  of  any  discretionary  action  taken  by  the  Board  of  Governors, 
and  because  of  the  newness  and  still  unresolved  questions  concerning  the  defini- 
tive format  of  the  NASDAQ  undertaking,  broad  discretion  would  be  left  with 
the  Board  of  Governors  with  respect  to  modifying  or  adding  to  the  new  System's 
rules,  charges,  qualifications,  standards  and  procedures,  set  forth  in  Schedule 
"D".  In  asking  the  membership  to  delegate  this  broad  authority  to  it,  the  Board 
of  Governors  stated : 

"The  approach   of  having   the  fundamental   operating  procedures   in  a 
Schedule   [subject  to  change  by  the  Board  of  Governors  witliout  member- 
ship vote]  rather  than  in  the  Article  [of  the  By-Laws]  itself  is  believed  to 
be  the  most  practicable  for  the  successful  administration  of  tlie  NASDAQ 
System.  Otherwise,  each  change,  such  as  a  revision  in  the  requirements  for 
authorized  securities  for  the  purpose  of  increasing  the  number  of  issues 
included  in  the  System,  would  have  to  be  subjected  to  the  time-consuming 
procedure  of  a  membership  ballot."  '" 
The  NASD  membership  specifically  was  advised  that  approval  of  the  suggested 
procedures  contained  in  the  By-Law  amendment  proposal  could  result  in  changes 
in  the  operating  format,  within  the  broad  discretion  granted  the  Board  of  Gov- 
ernors, prior  to  start-up  of  NASDAQ  and  that  such  changes  were  likely  to  be 
made.^' 


21  See  Article  IV,  Sec.  3,  of  the  By-I.aws  of  the  NASD.  CCH  NASD  Manual  111403,  at 
1103.  Two  "public"  members  of  the  Governing  Board  of  the  NASD  already  have  been 
selected  by  the  other  Governors  of  the  NASD." 

22  See  Remarks^  supra  n.  1,  at  pp.  20-21.  ,     ^  ^  .,     -kt  a  c.t^ 

^  See  Memorandum,   dated  Nov.   11,   1968,  from   NASD  Board   of  Governors   to   NASD 

membership    re  :   "Mail  Vote  Concerning  Amendments  and  Additions   to  the  By-Laws  of 
the  Association   Dealing  with   the  Establishment  of  an   Automated   Quotations   System, 
at  pp.  1-2  (hereafter,  "November  1968  memorandum"). 

^*  Id.  at  p.  2.  A  copv  of  Schedule  "D",  which  the  Board  of  Governors  expected  to,  and 
did  adopt  after  receiving  membership  approval  of  the  By-Law  amendment  proposal,  was 
attached  to  the  November  1968  memorandum  "so  that  members  may  review  the  contem- 
plated operating  procedures  and  contemplated  charges  for  service  insofar  as  they  have 
been  dtreloped  to  date."  Ibid. 

25  Ibid. 

2«iSeetrf.  at  p.  2  (emphasis  supplied)  :  .         ,        ,      , 

"Work  is  still  underway  in  the  development  of  charges  for  teletypewriter  terminal 
service  and  for  optional  devices  designed  to  facilitate  the  entering  of  volume  data  and 
quotations  into  the  NASDAQ  System.  As  a  result,  it  is  anticipated  that  proposed  Schedule 
"D"  will,  from  time  to  time,  be  amended  by  the  Board  of  Governors  to  reflect  such  charges. 
Changes  or  additions  in  other  areas  could  also  become  necessary  or  desirable  between  now 
[November  11, 196S}  and  start-up  time." 
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On  the  basis  of  the  foregoing,  I  believe  that  the  membership  of  the  NASD  was 
fully  apprised  of  the  fact  that  they  were  being  asked  to  approve,  in  principle, 
the  broad  structure  of  an  automated  quotations  system  and  were  being  asked  to 
leave  the  details  of  the  actual  operation  of  the  System  to  the  judgment  and  discre- 
tion of  the  Board  of  Governors  of  the  NASD,  subject,  of  course,  to  clearly  defined 
procedures  to  challenge  any  action  authorized  by  the  NASD  Board  of  Governors 
and  to  Commission  oversight.^'  While  the  NASD's  membership  could  have  re- 
jected this  type  of  approach  and  required  the  Board  of  Governors  to  submit  each 
proposal  for  amending  the  Association's  rules  governing  the  operation  of  the 
NASDAQ  System  to  the  membership  for  approval.  I  believe  the  approach  actually 
taken  to  have  been  essentially  well-founded.^**  At  the  time  these  By-Law  changes 
were  submitted  to  the  NASD  membership,  the  NASDAQ  System  was  still  in  the 
developmental  stages.  Under  these  circumstances,  I  believe  that  it  was  appro- 
priate and  expedient  for  the  NASD  membership  to  grant  its  Board  of  Governors 
discretionary  power  to  amend  Schedule  "D"  to  the  By-Laws,  as  necessary  to  re- 
solve promptly  questions  concerning  the  operational  and  other  details  of  the 
NASDAQ  System  as  it  evolved  into  final  form. 

While  the  November,  1968  memorandum  and  the  attached  proposed  Schedule 
"D"  indicated  that  exchange-listed  securities  could  be  considered  for  inclusion  in 
NASDAQ  after  "start-up,"  ^  I  believe  that  the  NASD  membership  was  fully  ad- 
vised that  this  contemplated  provision  with  respect  to  listed  securities,  as  well 
as  any  other  provision  then  in  Schedule  "D",  was  subject  to  change  in  the  discre- 
tion of  the  Board  of  Governors  as  NASDAQ  developed  further,  and  was  not  a  final 
decision.^" 

In  fact,  during  the  period  between  November,  1968  and  the  commencement  of 
NASDAQ  in  February,  1971,  the  NASD  Board  of  Governors  did  adopt  several 
amendments  to  Schedule  "D"  to  the  By-Laws  as  the  need  for  changes  in  the  devel- 
oping system  became  apparent.  One  such  amendment  to  Schedule  "D",  filed  with 
the  Commission  on  June  5,  1970,  for  "non-disapproval"  pursuant  to  Section 
15A(j)  of  the  Securities  Exchange  Act,  provided,  among  other  things,  that 
exchange-listed  securities  which  otherwise  met  the  qualifications  of  authorized 
securities,  would  be  included  in  the  NASDAQ  System  from  "start-up."  "  At  the 
time  of  this  amendment,  as  I  recall,  the  NASD  Board  of  Governors  had  tenta- 
tively concluded  that  it  was  necessary,  prior  to  conmiencement  of  the  NASDAQ 
System,  to  expand  the  system  to  include  more  securities  than  then  appeared  on 
the  NASD's  National  List,  in  order  to  promote  subscriptions  by  members  to  the 
NASDAQ  System,  and  also  tentatively  concluded  that  exchange-listed  securities 
should  be  eligible  for  inclusion  in  the  System  at  "start-up."  Subsequently,  as  this 
Subcommittee  is  aware,  the  NASD  Board  of  Governors  received  comments  from 
the  New  York  and  American  stock  exchanges,  and  others,  which  pointed  out  pos- 
sible problems  which  might  result  if  exchange-listed  securities  were  included  in 


^  Article  XVI,  Section  3  of  the  NASD  By-Laws,  CCH,  NASD  Manual  If  1653,  at  1133-11.34. 

^  Compare  the  emergency  powers  delegated  to  the  Board  of  Governors  by  Article  VII, 
Section  1  of  the  NASD  By-Laws,  CCH,  NASD  Manual  H  1501,  that  were  approved  by  the 
Commission  and  affirmed  by  one  federal  court  in  Hagen  Investments,  Inc.  v.  Securities 
and  Exchange  Commission,  460  F.  2d  1034  (C.A.  10,  1972)  with  Article  XVI,  Section  3 
of  the  NASD  By-Laws,  supra  n.  27. 

2»  The  NASD's  memorandum  stated  (emphasis  supplied)  : 

"The  NASDAQ  System  has  been  developed  to  provide  an  automated  quotations  system 
for  securities  traded  over-the-counter.  If  an  application  were  received  on  a  security  which 
is  also  listed  on  a  stock  exchange  and  there  were  an  active,  over-the-counter  market  for 
the  security,  it  would  be  necessary  to  consider  whether  under  the  circumstances  the 
security  meets  established  standards  for  inclusion  in  the  System." 

November  1968  memorandum,  supra  n.  23,  at  p.  3. 

The  memorandum  and  the  attached  draft  Schedule  "D"  to  the  By-Laws  made  clear 
that,  at  the  commencement  of  NASDAQ,  only  securities  on  the  NASD's  National  List 
were  to  be  included  in  the  NASDAQ  System  and  that,  after  "start-up",  the  NASD 
Board  "[i]n  its  sole  discretion"  could  determine  whether  to  authorize  any  other  securi- 
ties— including  those  listed  on  registered  national  securities  exchanges — for  inclusion  in 
the  NASDAQ  System.  Id.  at  p.  3  :  Schedule  "D"  to  the  Proposed  Amendments  to  the 
By-Laws  of  the  National  Association  of  Securities  Dealers,  Inc.,  dated  Nov.  11,  1968, 
at  p.  10. 

30  November  1968  memorandum,  supra  n.  23,  at  p  2. 

31  See  Letter,  dated  June  5,  1970,  to  Ernest  L.  Dessecker,  Securities  and  Exchange 
Commission,  from  .John  .1.  McCarthy,  Jr.  Office  of  the  General  Counsel,  National  Association 
of  Securities  Dealers.  Inc.,  filing  "amendments  to  Schedule  "D"  of  the  NASD  By-Laws, 
pursuant  to  Section  15A(j)  of  the  Securities  Exchange  Act. 
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NASDAQ  at  "start-up,"^'  and  finally  concluded,  in  light  of  the  fact  that  the 
problems  raised  were  not  so  speculative  as  to  be  beyond  the  realm  of  possibility, 
that  it  would  be  best  to  exclude  Usted  securities  at  the  commencement  of 
NASDQ  "so  that  potential  problem  areas  could  be  studied  while  the  system  was 
operating  "  "^  The  Board  so  advised  the  NASD  membership  and  the  Commission.^ 
Accordingly,  I  do  not  believe  that  the  membership  vote  on  the  By-Law  changes 
reasonably  can  be  construed  as  a  membership  decision  in  favor  of  including 
exchange-listed  securities  in  NASDAQ.  Nor  do  I  believe  that  the  membership  of 
the  NASD  properly  could  or  should  have  concluded,  as  suggested  by  the  Sub- 
committee's questions,  that  securities  listed  on  national  securities  exchanges 
would  be  included  in  NASDAQ  after  the  system  had  become  operative  and  final 
procedures  had  been  established.  In  the  implementation  of  any  new  system  such 
as  NASDAQ,  a  period  of  experimentation  is  necessary  and  the  NASD's  Board 
of  Governors  merely  proposed  that  it  be  given,  and  the  NASD  membership 
authorized  the  Board  to  exercise,  sufficient  latitude  to  commence  the  System  with 
a  broad  range  of  non-exchange-listed  securities  and  the  authority  to  test  and 
phase-in  other  securities  as  experience  with  the  new  System  was  gained. 

Since  the  November,  1968  memorandum  did  not  state  that  securities  listed  on 
national  securities  exchanges,  that  also  were  traded  in  the  over-the-counter 
market,  definitely  would  be  included  in  the  NASDAQ  System  after  its  start-up, 
but  instead,  left  that  question  open  and  subject  to  the  continuing  consideration 
of  the  NASD's  Board  of  Governors,"*  I  am  unable  to  concur  in  the  implication 
of  the  Subcommittee's  Question  6  to  the  effect  that  the  eventual  decision  of  the 
NASD's  Board  of  Governors,  in  October  and  November  1970,  to  commence 
NASDAQ  without  the  inclusion  of  quotations  for  securities  also  listed  on 
national  securities  exchanges,  constituted  a  "reversal"  of  the  decision  that 
previously  had  been  made  by  the  NASD's  general  membership  in  approving  the 
By-Law  changes  discussed  above.*' 

In  a  similar  vein,  I  do  not  believe  that  "an  opportunity  for  public  comment, 
to  which  the  Subcommittee  refers  in  Question  6,  predicated  as  it  is  upon  what 
I  believe  to  be  the  assumption  of  a  "reversal"  by  the  NASD  Board  of  Governors 
of  a  decision  to  include  exchange-listed  stocks  in  NASDAQ,  would  have  assisted 
in  a  meaningful  analysis  of  the  self-regulatory  decision  making  process  which 
led  to  NASDAQ.  The  ultimate  determination  reached  by  the  NASD's  Board  of 
Governors  was  simply  to  test  the  effect  of  the  inclusion  of  exchange-listed 
securities  in  NASDAQ.  While  I  have,  of  course,  referred  the  Subcommittee  on 
prior  occasions  to  my  belief  that  significant  policy  determinations  by  the  self- 
regulatory  agencies  should  have  the  benefit  of  the  public's  views,^  I  see  no 
reason  to  believe  that  public  comments,  which  could  have  been  based  only  on 
speculation  and  generalized  opinion  prior  to  the  start-up  of  the  NASDAQ  System, 
would  have  been  significant. 


32  See,  e.g..  Letter,  dated  Oct.  22,  1970,  from  Gordon  S.  Macklin,  President,  National 
Association  of  Securities  Dealers,  Inc.,  to  HameT  H  Budge,  Chairman  of  the  Securities 
and  Exchange  Commission  ;  Letter,  dated  Oct.  9,  1970,  from  Ralph  S.  Saul,  President 
American  Stock  Exchange  to  the  Securities  and  Exchange  Commission;  Letter  dated 
Oct  13  1970  from  Robert  W.  Haack,  President,  New  York  Stock  Exchange  to  Hamer  H. 
Budge,  Chairman  of  the  Securities  and  Exchange  Commission:  National  Association  of 
Securities  Dealers,   Inc.,  Special  Report  to  NASD  Members,  SR3    (November   1970) 

33  See  National  Association  of  Securities  Dealers,  Inc.,  Special  Report  to  NASD  Me^tibets, 

^^*7b?d.y^sVe^aiso,  Letter,  dated  Oct.  22,  1970,  from  Gordon  S.  Macklin,  President, 
National  Association  of  Securities  Dealers,  Inc.,  to  Hamer  H.  Budge,  Chairman  of  the 
Securities  and  Exchange  Commission.  „     ,  ^  ■     ■  oo 

35  c/.  Hugen  Investments,  Inc.  v.  Securities  and  Exchange  Commission,  stipra,  n.jH, 
460  P.  2d  1034  ;  Delta  Air  Lities  Inc.  v.  Civil  Aeronautics  Board,  455  F.  2d  1340  (C.A.D.C., 
1971). 

2«  See  discussion  supra,  pp.  15-16  and  n.  29.  ,.     .i...    i   i 

37  In  connection  with  this  reading  of  the  November  1968  memorandum  submitted  by 
the  NASDs  Board  of  Governors  to  the  Association's  general  membership  on  the  back- 
ground of  NASDAQ,  it  is  pertinent  to  point  out  that,  within  one  month  of  the  com- 
mencement of  NASDAO.  the  NASD  Board  of  Governors  in  fact  voted  to  include  a  test 
group  of  36  exchange-listed  securities  in  the  NASDAQ  S.vstem  for  a  specific  period  of 
time,  and.  since  that  time,  the  NASD  Board  of  Governors  has  voted  to  include  exchange- 
listed  securities  in  NASDAQ  on  a  regular  basis.  See  National  Association  of  Securities 
Dealers.  Inc..  Press  Release  No.  NSD  2371.  March  15,  1971,  at  p.  1  ;  Letter,  dated  July  7, 
1972,  from  Gordon  S.  Macklin,  President,  National  Association  of  Securities  Dealers.  Inc., 
to  Ernest  L.  Dessecker,  Records  and  Services  Officer,  Securities  and  Exchange  Commission. 

38  See,  e.g..  Remarks,  supra  n.  1  at  p.  20;  Testimony  (August  8),  supra  n.  2.  at  P-  13  ; 
and  mv  response  to  this  Subcommittee's  questions  with  respect  to  the  self-regulatory 
determinations  concerning  the  sale  of  life  insurance  by  member  firms  of  certain  registered 
national  securities  exchanges,  at  pp.  12-13. 
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7.  In  view  of  the  controversy  over  the  subject,  should  the  SEC  have  conducted 
a  formal  proceeding  before  reaching  a  decision  in  1968? 

8.  Whether  the  1968  position  was  in  fact  only  a  staff  position,  or  reflected  a 
Commission  decisian,  should  the  SEC  have  conducted  a  formal  proceeding  before 
reversing  that  position  in  1910? 

9.  Does  the  confusion  over  ivhat  the  SEC  had  or  had  not  done  indicate  the 
need  for  more  "formal"  procedures  in  passvng  on  questions  of  this  nature? 

As  I  have  indicated  in  my  opening  comments  in  response,  to  the  Subcommittee's 
questions  regarding  the  decision  maliing  process  which  led  to  the  implementation 
of  NASDAQ,*'  the  Commission  did  not  reach  "a  decision"  in  1968,  as  suggested 
by  Question  7,  with  respect  to  the  ultimate  propriety  or  necessity  of  including 
exchange-listed  securities  in  NASDAQ.  In  1968,  the  NASD  was  advised  by  the 
Commission's  staff  that  restrictions  against  the  inclusion  of  exchange-listed 
securities  in  NASDAQ  should  be  predicated  clearly  upon  policies  contemplated 
by  the  Securities  Exchange  Act,''"  and  that  has  been  the  Commission's  consistent 
position  throughout  this  matter.  The  NASD's  Board  of  Governors,  of  course, 
ultimately  did  decide  not  to  include  listed  securities  in  the  NASDAQ  System  at 
the  start-up  of  that  System,  predicated  upon  possible  technical,  oi)erational  and 
regulatory  problems  that,  on  their  face,  were  not  so  speculative  as  to  be  beyond 
the  realm  of  possibility."^  Accordingly,  when  the  NASD  later  requested  permis- 
sion to  commence  NASDAQ  without  the  inclusion  of  exchange-listed  securities," 
the  Commission  did  not  decide  that  the  exclusion  of  listed  securities  on  a  per- 
manent basis  was  appropriate.  Indeed,  this  question  never  was  presented  to  nor 
decided  by  the  Commission.  The  NASD's  precise  request  was  to  be  given  suffi- 
cient time  to  test  the  effect  of  including  exchange-listed  securities  in  the  NASDAQ 
System  and  to  weigh  the  results  implicit  in  such  a  move,  in  light  of  all  of  the 
regulatory  objectives  embodied  in  the  Securities  Exchange  Act. 

When  viewed  in  this  appropriate  context,  I  do  not  perceive  any  basis  for  sug- 
gesting that  a  "formal"  proceeding  should  have  been  held  on  this  matter,  or  that 
the  informal  procedures  employed  were  inappropriate."^  I  do  believe,  of  course. 


3»  See  pp.  2-3,  supra. 

*o  See  Letter,  dated  Apr.  10,  1968,  from  Irving  M.  Pollack,  Director  of  the  Commission's 
then  Division  of  Trading  and  Markets,  to  Richard  B.  Walbert,  President,  National  Asso- 
ciation of  Securities  Dealers,  Inc.  : 

"The  Commission  is  of  the  view  that,  under  these  provisions  [of  the  Securities  Exchange 
Act — namely,  Sections  15A(b)(8)  and  15A(b)(12)]  and  in  the  light  of  national  policies 
expressed  in  other  federal  statutes  designed  to  promote  free  competition,  any  restrictions 
[on  the  inclusion  of  exchange-listed  securities]  of  the  kind  noted  above  should  be  based 
on  some  clearly  defined  and  overriding  policy  contemplated  by  other  provisions  of  the 
[Securities  Exchange]    Act. 

"The  Commission  therefore  suggests  that  .you  discuss  these  questions  further  with 
the  Division  [of  Trading  and  Markets]  in  the  near  future  with  a  view  to  your  preparing 
a  full  written  presentation  exploring  these  questions  and  making  appropriate  recom- 
mendations for  consideration  by  the  Commission." 

^1  Among  other  reasons,  the  NASD  suggested  the  following  bases  for  Its  conclusion  not 
to  include  exchange-listed   securities  in  NASDAQ  at  the  start-up   of  the  System  : 

"1.  Possible  technical  difficulties  that  may  arise  as  a  result  of  the  sheer  size  and  com- 
plexity of  the  system. 

"2.  The  possible  effect  on  exchange  markets. 

"3.  The  possible  creation  of  investor  confusion  as  a  result  of  different  prices  and 
volume  on  the  same  security. 

"4.  The  possible  diversion  from  our  original  purpose  to  focus  investor  attention  on 
over-the-counter  companies,  which  prior  to  NASDAQ  did  not  benefit  from  the  availability 
of  current  quotations   and   accurate   volume   and   statistical   data. 

"5.  The  possible  confusion  and  added  cost  to  the  Industry  of  the  dual  surveillance, 
volume  reporting,  Issuer  disclosure  requirements  and  related  detection  techniques  neces- 
sary to  supervise  the  total  activity  in  securities  markets." 

National  Association  of  Securities  Dealers,  Inc..  Special  Report  to  NASD  Memhers, 
SR3  (November  1970),  at  p.  1.  See  also  letter,  dated  Oct.  22.  1970,  from  Gtordon  S. 
Macklin,  Jr.,  President,  National  Association  of  Securities  Dealers,  Inc.,  to  Hamer  H. 
Budge,  then  Chairman  of  the  Securities  and  Exchange  Commission.  In  addition,  the  NASD 
advised  the  Commission  that  it  "received  requests  from  only  five  potential  market  makers 
In  respect  to  approximately  ,34  listed  Issues.  In  no  Instance  did  more  than  one  market 
maker  express  an  Intention  to  make  a  market  in  the  same  security.  Thus,  to  date  no 
listed  security  would  qualify  for  authorization  in   the   [NASDAQ]    System."  Id.   at  p.   2. 

^2  Letter,  dated  Nov.  5.  1970,  from  Gordon  S.  Macklin,  Jr.,  President,  National  Asso- 
ciation of  Securities  Dealers,  Inc.,  to  Mr.  Ernest  L.  Dessecker,  Securities  and  Exchange 
Commission,  enclosing  copies  of  amendments  to  Schedule  "D"  of  the  NASD's  By-Laws 
for  filing  pursuant  to  Section  15A(j)  of  the  Securities  Exchange  Act. 

"  The  reference  contained  in  the  Subcommittee's  introduction  to  these  questions  to 
the  "Informal  bargaining  process  "  carried  on  between  the  Commission  and  the  NASD 
presumably  relates  to  what  the  Subcommittee  terms  the  NASD's  "prefillng"  of  draft  rules 
with  the  Commission's  staff.  See  Securities  Industry  Study  of  the  Subcommittee  on  Securi- 
ties of  the  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs.  Examination  of 
the  Decisions  Involved  in  the  Inclusion  of  Listed  Securities  in  NASDAQ   (Aug.  8,  1972), 
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as  I  have  stated  in  my  prior  appearances  before  this  Subcommittee,"  that  the 
receipt  of  public  comments  is  an  appropriate  method  of  ensuring  effective  decision 
making  by  the  self-regulatory  agencies,  as  well  as  the  Commission,  but  this  pro- 
cedure, I  believe,  should  be  utilized  in  the  context  of  definitive,  as  opposed  to 
interim  or  short-term  and  experimental,  decisions  or  policy  changes. 

10.  Would  a  full  puhlic  hearing  likely  have  produced  a  prompter  and  more 
orderly  decision  in  favor  of  the  test  by  which  the  questions  were  ultimately 
answered?  Might  it  have  produced  a  decision  against  the  conduct  of  such  a  test? 

11.  Which  side  should  have  had  the  "burden  of  proof  in  any  public  proceed- 
ing on  this  question?  Should  the  proponents  of  inclusion  of  listed  securities  have 
been  acquired  to  provide  affirmative  justification  for  their  position  to  overcome 
concern  about  adverse  changes  that  might  result?  Could  they  do  so?  Or  should 
the  opponents  have  been  required  to  present  evidence  of  specific  dangers  to  over- 
come the  concern  about  the  anti-competitive  impact  of  their  position?  Could  they 
do  so? 

I  do  not  believe  that  a  "full  public  hearing"  would  have  hastened  any  decisions 
in  favor  of  the  test  by  which  the  question  whether  to  include  exchange-listed 
stocks  in  NASDAQ  ultimately  was  answered.  The  implication  conveyed  by  the 
term  "full  public  hearing"  is  one  of  a  procedure  in  which  the  comments  and 
views  of  the  public  formally  are  solicited  and  all  interested  persons  are  afforded 
an  opportunity  to  make  their  views  known — either  orally  or  in  writing.  Since 
the  essential  decision  here  was  simply  to  determine  whether  and  how  to  make 
a  determination  to  include  exchange-listed  securities  in  NASDAQ — a  decision 
that  was  made  as  expeditiously  as  possible — in  light  of  all  the  circumstances  I 
cannot  conclude  that  any  benefit  would  have  resulted  from  the  utilization  of  the 
more  cumbersome  procedures  suggested  by  the  Subcommittee's  question.  Since 
most  persons  concerned  were  agreed  that  a  decision  concerning  the  inclusion  in 
NASDAQ  of  exchange-listed  securities  could  not  be  made  without  the  benefit 
of  empirical  data,*"  which  in  turn  could  only  result  from  actual  experience  with 
the  System,  it  is  doubtful  whether  a  full  public  hearing  would  have  produced 
a  decision  not  to  conduct  such  a  test. 

Question  11  posed  by  the  Subcommittee  seems  to  embrace  the  concept  that 
policy  decisions  of  this  nature  are  adjudicative  in  nature.  I  cannot  concur.  The 
decision  making  process  involved  here  seems  strictly  one  of  a  legislative,  rather 
than  an  adjudicative,  nature  and,  accordingly,  I  do  not  believe  it  is  useful  to 
analyze  the  decisions  by  which  the  NASDAQ  System  evolved  in  adjudicative 
terms  such  as  "burden  of  proof"  or  "burden  of  persuasion."  The  task  of  the 
NASD  and  the  Commission  in  the  context  of  the  NASDAQ  System  was  a  legis- 
lative task— namely  to  isolate  and  resolve  the  legal  and  policy  issues  arising 
by  virtue  of  the  NASD's  proposal.  The  Commission's  position  consistently  has 
been  that,  on  questions  of  access  to  a  significant  market  facility  such  as  NASDAQ, 
rules  which  appear  to  deny  access  should  be  justified  on  the  basis  of  regulatory 
objectives  encompassed  by  the  Securities  Exchange  Act.'"  In  such  a  context, 
there  are  no  correct,  incorrect  or  definitive  answers.  A  question  of  policy  is 
always  a  question  of  judgment  in  light  of  broad  principles ;  adjudicatory  ques- 
tions generally  are  those  involving  the  application  of  existing  legal  standards 
to  definitive  conclusions  of  fact."  For  this  reason,  the  Commission  did  not  seek 
then  nor  would  I  recommend  now  that  a  "burden  of  proof"  be  placed  on  pro- 


at  p.  8.  I  believe  that  informal  consultations  of  this  nature  serve  a  very -valuable  service, 
a  conclusion  generally  conducted  in  by  the  Commission's  1963  study  of  the  securities 
markets  See  Special  Study,  supra  n.  4,  pt.  4,  at  pp.  717-718.  That  study  found  these 
informal  practices  to  be  a  major  factor  in  achieving  greater  responsiveness  on  the  part 
of  the  NASD  to  the  needs  and  interests  of  the  public.  Id.  And,  because  these  informal 
procedures  largelv  were  an  outgrowth  of  the  requirements  for  advance  filing  by  the 
NASD  of  proposed  rule  changes  contained  in  Section  15A(j)  of  the  Securities  Exchange 
Act.  15  U.S.C.  780-3 (j),  they  led  directly  to  a  recommendation  by  the  Special  Study  for 
the  adoption  of  formal  advance  filing  requirements  by  the  nation's  securities  exchanges 
that  later  were  incorporated  in  Securities  Exchange  Act  Rule  17a-S,  17  CFR  240.17a-8. 
See  Special  Study,  pt.  4,  at  p.  727. 

**  See  Remarks,  supra  n.  1,  at  p.  20:  Testimony,  supra,  n.  2,  at  p.  13. 

*ssee,  e.g..  Letter,  dated  Oct.  22,  1970,  from  Gordon  S.  Macklin,  Jr.,  President,  National 
Association  of  Securities  Dealers,  Inc.,  to  Hamer  H.  Budge,  Chairman,  Securities  and 
Exchange  Commission  :  Letter,  dated  Nov.  19.  1970.  from  Irving  M.  Pollack.  Director  of  the 
Commission's  then  Division  of  Trading  and  Markets,  to  Gordon  S.  Macklin,  Jr.,  President, 
National  Association  of  Securities  Dealers,  Inc.  ;  National  Association  of  Securities  Dealers, 
Inc.,  Special  Report  to  NASD  Members,  SR3  (November  1970). 

**  See  p.  21-22  and  n.  40.  supra. 

"See  Attorney  General.  Manual  on  the  Administrative  Procedure  Act  (1947),  at  pp. 
14-15 ;  American  Airlines  Inc.  v.  Civil  Aeronautics  Board,  359  F.  2d  624,  629-630 
(C.A.D.C.)   (en  banc),  certiorori  denied,  385  U.S.  843  (1966). 
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ponents  of  any  given  matter  raising  policy  questions.  In  the  Commission's 
consideration  of  NASDAQ,  we  merely  sought  to  have  the  NASD  explore  the 
issues  raised  in  order  to  ascertain  whether  there  were,  under  the  circumstances, 
satisfactory  policy  reasons  which  would  warrant  the  exclusion  of  exchange- 
listed  securities  from  NASDAQ.  The  initiative  for  resolving  these  questions,  I 
believe,  rested  in  the  first  instance  with  the  NASD,  pursuant  to  the  scheme  of 
'•cooperative  regulation"  embodied  by  the  Maloney  Act  amendments  to  the 
Securities  Exchange  Act.*^ 

12.  To  what  extent  did  the  emphasis  on  negative  aspects  of  the  inclusion  of 
listed  securities  result  from  the  absence  of  public  input  on  the  merits  of  the 
issue,  or  the  influence  of  groups  opposed  to  such  inclusion?  {In  other  words, 
would  the  decision  likely  have  been  different  if  there  had  been  a  full  public 
hearing  on  the  subject?) 

Although  the  NASD  necessarily  based  its  decision  to  experiment  before 
reaching  a  definitive  conclusion  on  the  question  of  including  exchange-listed 
securities  in  NASDAQ  on  the  existence  of  possible  adverse  effects  of  such  inclu- 
sion, I  do  not  believe  this  decision  would  have  differed  if  there  had  been  a 
full  public  hearing  on  the  matter.  I  believe  that  the  Subcommittee's  question 
presumes  that  the  NASD  did  not  receive  conflicting  viewpoints  with  respect  to 
the  question  of  whether  listed  securities  should  be  included  in  the  NASDAQ 
System.  This,  of  course,  was  not  the  case — during  its  consideration  of  this 
matter  the  NASD  was  addressed  by  the  proponents  and  opponents  of  the  inclu- 
sion of  exchange-listed  securities  in  NASDAQ  and  considered  various  points 
of  view  before  decision  upon  the  test  approach  that  led  to  ultimate  resolution 
of  the  issue." 

I  do  not  believe  that  there  is  any  basis  for  the  implicit  assumption  in  the  Sub- 
committee's question  that  the  NASD's  decision  was  based  on  the  influence  of  any 
particular  group  or  point  of  view,  and  it  is  clear  to  me  that  the  regulatory  ques- 
tions expressed  concerning  the  inclusion  in  NASDAQ  of  exchange-listed  securi- 
ties were  not  unreasonable.^  Some,  for  example  the  question  of  short  sales  in 
the  third  market,  had  never  been  studied  fully,  and  certain  of  the  other  ques- 
tions, particularly  those  related  to  the  basic  structure  of  our  securities  markets 
already  were  the  subjects  of  Commission  concern,^  or  were  soon  to  form  the  basis 
of  extensive  studies  on  market  structure.^ 

13.  What  were  the  principal  factors  that  led  the  NASD  Board  to  change  its 
position  in  early  1911  to  favor  the  prompt  test  of  listed  securities? 

I  am  not  aware  that  the  NASD  changed  its  position  with  respect  to  its  decision 
to  conduct,  as  promptly  as  practicable,  a  test  of  the  effects  of  including  exchange- 
listed  securities  in  NASDAQ.  Even  prior  to  the  implementation  of  NASDAQ, 
the  NASD  Board,  on  January  19,  1971,  voted  to  have  its  automation  committee 
study  the  various  problems  of  including  exchange-listed  stocks  in  the  System  and 
asked  that  committee  to  formulate  a  plan  for  a  test. 

H.  Is  there  any  rational  procedure  by  which  speculative  regulatory  problems 
can  be  weighed  against  speculative  consequences  of  restraint  on  competition? 
Should  there  be  a  general  presumption  for,  or  against,  competition  in  the  deoir 
sion  making  process  of  the  SEC  and  the  self-regulatory  organizations? 

In  my  opinion,  the  most  effective  and  rational  procedure  by  which  speculative 
regulatory  problems  can  be  weighed  against  speculative  consequences  of  restraints 
on  competition  is  the  course  of  action  adopted  by  the  NASD  in  connection  with 
its  determination  of  the  effect  of  the  inclusion  of  exchange-listed  securities  in 
NASDAQ.  By  a  carefully  controlled  program  of  testing,  it  became  possible  to 
reach  a  more  informed  judgment  as  to  whether  the  possible  regulatory  problems 
were  speculative  or  real  and,  conversely,  whether  a  decision,  either  way  in  the 
particular  case,  would  involve  any  signiflcant  restraints  on  competition.  This 


*«  See  IS.  Rep.  No.  1455,  supra  n.  9,  at  p.  4.  H.R.  Rep.  No.  2307,  supra  n.  9,  at  pp.  4-5. 

«  See,  e.g.,  Letter,  dated  Oct.  9.  1970,  from  Ralph  S.  Saul,  supra  n.  32  ;  Letter,  dated 
Oct.  13,  1970,  from  Robert  W.  Haack.  supra,  n.  32  ;  Letter,  dated  Oct.  30,  1970,  from 
Donald  E.  Weeden,  Chairman  of  the  Board,  Weeden  &  Co.,  to  the  Board  of  Governors, 
National  Association  of  Securities  Dealers.  Inc.  ;  Letter,  dated  Nov.  6,  1970,  from  Harry  V. 
Keefe,  Jr.,  President,  Keefe,  Bruyette  &  Woods,  Inc.,  to  Gordon  S.  Macklin,  Jr.,  President, 
National  Association  of  Securities  Dealers,  Inc.  ;  Letter,  dated  Nov.  6,  1970,  from  Aaron 
Netburn,  Senior  Vice  President,  New  York  Hanseatic  Corporation,  to  Gordon  S.  Macklin, 
President,  National  Association  of  Securities  Dealers. 

o"  See  p.  22  and  n.  41,  supra. 

«i  See,  e.g..  Securities  and  Exchange  Commission,  Institutional  Investor  Study  Report, 
H.R.  Doc.  No.  92-64,  92d  Cong.,  1st  Sess.  (1971). 

o' See  Securities  and  Exchange  Commission,  Statement  on  the  Future  Structure  of  the 
Securities  Markets  (Feb.  2,  1972). 
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approach  to  possible  but  speculative  consequences,  where  practicable,  as  here, 
appears  rational.  Where  testing  is  not  practicable,  the  weighing  of  speculative 
consequences  is  necessarily  a  matter  of  judgment  to  be  based  on  all  available 
information.  Testing  the  consequences,  by  a  phased-in  and  flexible  process,  where 
this  can  be  done,  as  it  often  can,  seems  more  likely,  however,  to  produce  realistic 
answers. 

Competitive  aspects  of  regulatory  action  are  certainly  matters  to  be  considered 
by  the  Commission  and  the  self-regulatory  organizations  in  their  decision  making, 
but  since  all  regulatory  action  taken  by  these  bodies  must  conform  to  those 
standards  set  forth  in  the  Securities  Exchange  Act— standards  which  are  not 
necessarily  inconsistent  with  anti-competitive  impacts — I  do  not  believe  that  it 
is  appropriate  to  indulge  in  presumptions  in  determining  the  impact  of  a  regu- 
latory course  of  conduct. 

15.  iH  it  likely  that  the  NASD  Board  would  have  reached  its  earlier  position 
on  the  exclusion  of  listed  securities  if  it  had  been  required  to  state  publicly  the 
reasons  for  its  decision  and  the  regulatory  needs  which  justified  the  competiti/ve 
restraint? 

The  Subcommittee's  question  again  assumes  that  the  NASD  Board  of  Gover- 
nors reached  a  final  decision  to  exclude  exchange-listed  securities  from  the 
NASDAQ  System,  when,  in  fact,  as  I  already  have  uoted,''^  this  was  not  the  case. 
The  only  final  conclusion  reached  by  the  NASD  prior  to  the  commencement  of 
the  NASDAQ  System  was  to  conduct  appropriate  tests  to  determine  the  proper 
resolution  of  the  question  whether  exchange-listed  securities  should  be  included 
in  the  System.  In  any  event,  when  the  NASD  presented  its  concerns  over  the 
inclusion  of  exchange-listed  securities  to  the  Commission,  the  Commission  com- 
municated its  belief  that  such  a  decision  would  have  to  be  premised  upon  an 
appropriately  detailed  consideration  of  each  of  the  ramifications  of  such  a  course 
of  action.'"*  When  the  NASD  did  decide  temporarily  to  exclude  exchange-listed 
securities  from  the  NASDAQ  System,  a  public  announcement  of  this  determina- 
tion was  made,  as  the  documents  underlying  the  Subcommittee's  study  indicate.^ 
Accordingly,  I  see  no  basis  to  conclude  that  the  determinations  reached  would 
have  been  substantially  altered  had  the  NASD  been  "required"  to  state  publicly 
the  reasons  for  its  decision. 

16.  Should  more  formalized  procedures  be  developed  for  considering  the  anti- 
trust questions  involved  in  a  decision  of  this  type?  Who  should  participate  in 
those  procedures,  and  on  what  basis? 

As  the  documents  underlying  the  Subcommittee's  study  make  clear,^  anti- 
competitive questions  were  con.sidered  both  by  the  Commission  and  the  NASD 
throughout  the  decision  making  process  that  ultimately  led  to  the  exclusion  of 
exchange-listed  securities  at  the  commencement  of  the  NASDAQ  System.  While, 
as  I  have  indicated  above,"  the  Congress  that  enacted  the  Maloney  Act  amend- 
ments recognized  the  necessity  of  certain  anti-competitive  elements  inherent  in 
the  creation  of  the  national  securities  associations  envisioned  by  that  Act,  I 
believe  it  was  expected  that  both  the  securities  associations  formed  and  the  Com- 
mission would  give  appropriate  consideration  to  the  anti-competitive  impacts  of 
their  regulatory  action.  I  do  not  believe,  however,  that  procedures  can  be  for- 
malized so  that  in  every  instance  of  regulatory  action  the  same  factors^ — anti- 
competitive and  otherwise — should  be  considered  or  should  be  considered  to  the 
same  extent."^"  Similarly,  I  do  not  l>elieve  that  in  evei-y  instance  the  same  persons 
or  agencies  should  participate  in  considering  these  anti-competitive  matters.  The 
Commission,  I  believe,  should  be  able  to  weigh  anti-competitive  or  other  consid- 
erations in  passing  upon  the  activities  of  the  NASD  in  a  manner  and  to  the  extent 
consistent  with  the  aims  of  the  Securities  Exchange  Act  and  the  nature  of  the 


^  See  pp.  12-20.  supra.  ,  ^  ^^ 

^  See  pp.  21-22,  supra,  and  see  pp.  10-11,  and  n.  19,  supra,  for  a  discussion  of  the 
impact  of  the  existence  of  Commission  oversight  in  such  a  context. 

^  See,  e.g.,  Letter,  dated  Nov.  6,  1970,  from  Harry  V.  Keefe,  Jr.,  President,  Keefe, 
Bruyette  &' Woods,  to  Gordon  S.  Macklln,  Jr.,  President,  National  Association  of  Securities 
Dealers,  Inc.  ;  National  Association  of  Securities  Dealers,  Inc..  Special  Report  to  NASD 
Members,  SR3  (Nov.  1970)  ;  Wall  Street  Journal.  (Oct.  29,  1970),  at  p.  17. 

»« See,  e.g..  Letter,  dated  April  10,  1968,  to  Richard  B.  Walbert,  President,  National 
Association  of  Securities  Dealers,  Inc.,  from  Irving  M.  Pollack,  Director  of  the  Commis- 
sion's then  Division  of  Trading  and  Markets  ;  Memorandum  on  Access  to  the  NASDAQ 
System  prepared  for  the  NASD,  August  26,  1968,  at  pp.  21-23. 

*■'  See  p.  6,  supra. 

^Compare,  in  an  analogous  context.  Municipal  Electric  Association  of  Mass.  v.  Securi- 
ties and  Exchange  Commission,  413  F.  2d  1052  (C.A.D.C.  1969)  with  City  of  Lafayette  v. 
Securities  and  Exchange  Commission,  454  F.   2d  941    (C.A.D.C,   1971). 
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proposed  action.  To  the  extent  that  the  nature  of  the  question  under  consideration 
permits  and  warrants,  interested  persons  should  be  accorded  an  opportunity  to 
provide  the  decision  making  body  the  benefit  of  their  views  and  expertise. 

n.  Did  the  availability  of  private  relief  under  the  antitrust  laws  have  a  sig- 
nificant effect  on  the  final  resolution?  Was  it  a  constructive  effect? 

The  Subcommittee's  final  question  seems  to  assume  that  private  relief  against 
the  NASD  was  available  under  the  antitrust  laws  based  on  the  NASD's  action 
temporarily  excluding  exchange-listed  securities  from  NASDAQ.  This  question  I 
believe,  at  the  very  least,  remains  open.®" 

Whether  the  possibility  that  private  antitrust  relief  might  be  available  had 
any  impact  on  the  NASD's  decision  to  conduct  a  test  of  the  effect  of  including 
exchange-listed  securities  in  NASDAQ,  is  a  question  that  I  believe  is  more  appro- 
priate for  the  NASD  to  answer.  The  Commission,  of  course,  was  concerned  with 
the  propriety  of  the  NASD's  proposals  and  the  justifications  therefor. 

Securities  and  Exchange  Commission, 

Office  of  the  Commissioner, 
Washington,  D.C.,  October  30, 1912. 

Mr.  H.  HoLTON  Wood,  Jr., 

Subcommittee  on  Securities,  Committee  on  Banking,  Housing  and  Urban  Affairs, 
New  Senate  Office  Building,  Washington,  D.C. 
Dear  Mr.  Wood  :  Pursuant  to  your  request,  I  am  enclosing  a  copy  of  the  memo- 
randum filed  by  the  Commission  as  amicus  curiae  on  December  16,  1971,  in 
Shumate  &  Co.,  Inc.,  v.  National  Association  of  Securities  Dealers  (N.D.  Tex., 
CA-3-4361-C)  and  Shumate  &  Co.,  Inc.,  v.  American  Stock  Exchange  (N.D.  Tex., 
CA-3-4708-D). 
Sincerely, 

Kathryn  B.  McGrath, 
Legal  Assistant  to  Commissioner  Loomis. 


»9  See  Shumate  &  Co.,  Inc.  v.  National  Association  of  Securities  Dealers,  Inc.,  Civ.  No. 
CA-3^361-C  (N.D.  Tex.,  filed  Dee.  14,  1970)  and  Shumate  d  Co.,  Inc.  v.  American  Stock 
Exchange,  Civ.  No.  CA-3-4708-D   (N.D.  Tex.,  filed  June  15.  1971). 

In  Silver  v.  New  York  Stock  Exchange,  373  U.S.  341,  358  n.  12  (1963),  the  Supreme 
Court  made  clear  that  where  the  Commission  possesses  jurisdiction  to  consider  self- 
regulatory  conduct,  the  holding  of  the  court — that  the  antitrust  courts  had  jurisdiction 
to  consider  the  anti-competitive  implications  of  exchange  disciplinary  proceedings — 
might  not  be  applicable.  The  court  stated  : 

"Were  there  Commission  jurisdiction  and  ensuing  judicial  review  for  scrutiny  of  a 
particular  exchange  ruling  as  there  is  under  the  1938  Maloney  Act  amendments  to  the 
Exchange  Act  ...  a  different  case  would  arise  concerning  exemption  from  the  operation 
of  laws  designed  to  prevent  anti-competitive  activity,  an  issue  we  do  not  decide  today." 

The  Shumate  litigation  is  still  pending  and  the  Commission  has  submitted  a  memo- 
randum to  the  court  in  the  proceedings  as  amicus  curiae,  urging  that  the  delicately  bal- 
anced regulatory  scheme  embodied  in  the  Maloney  Act  amendments  would  be  seriously 
undermined  if  the  forum  of  an  antitrust  court,  applying  primarily  antitrust  standards 
and  sanctions,  were  available  to  review  a  decision  making  action  of  the  NASD  subject  to 
the  oversight  of  the  Commission. 
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UNITED  STATES  DISTRICT  COURT 
NORTHERN  DISTRICT  OF  TEXAS 


SHUMATE  &  CO. ,  INC. , 


Plaintiff, 


NATIONAL  ASSOCIATION  OF  SECURITIES 
DEALERS,  et  al.. 


Defendants. 


CA-3-4361-C 


SHUMATE  &  CO.,  INC., 


AMERICAN  STOCK  EXCHANGE,  et  al . 
Defendants. 


CA-3-4708-D 


MEMORANDUM  OF  THE  SECURITIES  AND 
EXCHANGE  COMMISSION,  AMICUS  CURIAE 


In  these  actions  Shumate  &  Company,  Inc.,  a  securities  broker  and 
dealer,  alleges  that  the  National  Association  of  Securities  Dealers  ("NASD") 


1/ 


1/     The  NASD  is  an  "association  of  brokers  and  dealers"  registered  with 
the  Commission  as  a  "national  sepurities  association"  pursuant  to 
Section  15A  of  the  Securities  Exchange  Act  of  1934,  15  U.S.C.  78o-3. 
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2/ 
and  others    have  violated  and  are  violating  the  antitrust  laws,  15  U.S.C. 

1,  et  seq.  ,  in  connection  with  the  operation  of  an  automated  system  for 

the  dissemination  of  price  quotations  for  securities  traded  over-the-counter, 

3/ 
called  NASDAQ.     Shumate  alleges  generally  that  in  the  interests  of  the 

New  York  Stock  Exchange  ("NYSE")  and  the  American  Stock  Exchange  ("AMEX") , 

the  defendants  have  conspired  to  prevent  dissemination  through  NASDAQ  of 

price  information  with  respect  to  securities  listed  and  traded  on  the 

exchanges,  although  listed  securities  are  often  traded  over-the-counter 

in  what  is  known  as  the  "third  market."  Both  complaints  ask  treble  damages 

on  behalf  of  the  class  of  broker-dealers  who  are  not  members  of  those 


In  addition  to  the  NASD,  Shearson,  Hammill  &  Co.,  Inc.,  a  member 
firm  of  the  New  York  Stock  Exchange,  is  a  party  defendant  in 
No.  CA-3-4361-C  (the  NASD  action).   The  American  Stock  Exchange 
and  its  then  president  Ralph  S.  Saul;  the  New  York  Stock  Exchange 
and  its  president  Robert  W.  Haack;  Gordon  S.  Macklin,  president  of 
the  NASD;  Gordon  L.  Teach,  Chairman  of  the  NASD's  board  of  governors 
and  vice  president  of  Shearson,  Hammill;  and  Jonathan  C.  Calvert,  a 
member  of  the  NASD's  board  of  governors,  are  defendants  in  No.  CA-3- 
4708-D  (the  AMEX  action). 

In  a  third  antitrust  action  Shumate  challenges  Rule  394  of  the  New 
York  Stock  Exchange,  Shumate  &  Co . ,  Inc.  v.  New  York  Stock  Exchange, 
No.  CA-3-A663-D.   While  considerations  of  the  same  type  as  are 
discussed  herein  appear  relevant  to  that  action,  we  take  no  position 
as  to  the  pending  motion  for  dismissal  in  that  case. 

NASDAQ  refers  to  NASD  Automated  Quotation  system. 
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A/ 

exchanges.     In  the  NASD  action,  plaintiff  also  asks  that  the  Court 

effect  a  "change  in  the  By-Laws  of  Defendant  N.A.S.D.  as  to  the  composition 

of  its  Board  of  Governors,"  apparently  to  prevent  alleged  undue  influence 

by  exchange  members  in  the  decisions  of  the  NASD.    In  the  AMEX  action, 

in  addition  to  damages,  an  injunction  is  sought  to  prevent  "discriminat [ion] 

against  listed  securities  in  the  make  up  of  securities  to  be  included  in  the 

NASDAQ  System  merely  because  such  securities  are  listed  on  National 

6/ 
Exchanges." 

The  defendants  have  moved  to  stay  these  actions  pending  resolution 

of  important  questions  of  regulatory  policy  by  the  NASD  and  the  Securities 

and  Exchange  Commission.   The  Commission  submits  this  memorandum  to  apprise 

the  court  of  its  views  concerning  certain  issues  raised  by  the  defendants' 

motions. 


4/     Complaints  in  No.  CA-3-4708-D  at  pp.  15-16;  in  No.  CA-3-4361-C  at 
p.  13. 

V     Complaint  in  No.  CA-3-4361-C  at  p.  13. 

bl  Complaint  in  No.  CA-3-4708-D  at  p.  16. 


61 


THE  CHARACTER  OF  THE  REGULATORY  SCHEME  OF  THE  SECURITIES 
EXCHANGE  ACT  MAKES  IT  INAPPROPRIATE  FOR  THE  COURT  TO  GRANT 
RELIEF  THAT  WOULD,  IN  EFFECT,  REQUIRE  THIS  COURT  TO  SUBSTITUTE 
ITS  JUDGMENT  FOR  THAT  OF  THE  COMMISSION  ON  MATTERS  OF 
REGULATORY  POLICY. 

The  antitrust  allegations  of  the  complaints  require  an  examination 

of  the  regulatory  scheme  of  the  Securities  Exchange  Act  of  1934,  15  U.S.C. 

78a,  et  seq.  ,  both  as  it  relates  to  the  NASD  generally  and  as  it  relates 

to  the  NASD's  activities  in  connection  with  the  NASDAQ  system.   When  a 

complaint  seeks  a  form  of  relief  under  the  antitrust  laws  that  is  wholly 

inimical  to  a  statutory  regulatory  scheme,  the  Supreme  Court  has  invariably 

found  that  the  district  court  would  be  without  jurisdiction  to  grant  such 

relief.  See,  Far  East  Conference  v.  United  States,  342  U.S.  570  (1952); 

Georgia  v.  Pennsylvania  R.R. ,  324  U.S.  439,  453-455  (1945);  United  States 

Navigation  Co.  v.  Cunard  Steamship  Co.,  284  U.S.  474,  485  (1932).   Cf . 

Carnation  Co.  v.  Pacific  Westboard  Conference,  383  U.S.  213,  221  (1966) 

(dictum) .   The  Supreme  Court  has  upheld  direct  application  of  the  antitrust 

laws  to  regulated  entities  only  where  this  will  not  disrupt  a  statutory 

regulatory  scheme.   See  United  States  v.  Philadelphia  National  Bank,  374  U.S. 

321  (1963);  United  States  v.  Radio  Corporation  of  America,  358  U.S.  334  (1959). 

But  even  in  such  circumstances,  as  the  Supreme  Court  noted  in  Philadelphia 

National  Bank,  374  U.S.  at  353,  "judicial  abstention"  is  required  "in  cases 

where  protection  of  the  integrity  of  a  regulatory  scheme  dictates  preliminary 

resort  to  the  agency  which  administers  the  scheme."   Under  this  doctrine 

district  court  action  will  often  be  postponed  while  the  agency's  views  are 

obtained. 


O  -  72  -  pt.  3  --  5 
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Registration  with  the  Commission  under  Section  15A  of  the  Securities 

Exchange  Act  provides  the  NASD  with  the  benefits  and  responsibilities  of  a 

statutory  scheme  providing  for 

"cooperative  regulation,  in  which  the  task  [of  regulation 
of  the  over-the-counter  market  in  securities]  will  be 
largely  performed  by  representative  organizations  of 
investment  bankers,  dealers  and  brokers,  with  the  Government 
exercising  appropriate  supervision  in  the  public  interest, 
and  exercising  supplementary  powers  of  direct  regulation." 

S.  Rep.  No.  1A55,  75th  Cong.,  2d  Sess.,  p.  4  (1938);  H.R.  Rep.  No.  2307, 

75th  Cong.,  3d  Sess.,  p.  5  (1938).   Subsection  (n)  of  Section  15A,  15  U.S.C. 

78^-3(n),  provides: 

"If  any  provision  of  this  section  is  in  conflict  with  any 
provision  of  any  law  of  the  United  States  in  force  on  the 
date  this  section  takes  effect,  the  provision  of  this 
section  shall  prevail." 

It  seems  generally  to  be  assumed  that  in  some  cases  this  provision  will  pre- 
vent application  of  the  antitrust  laws  to  the  NASD.   See  United  States  v. 
Socony-Vacuum  Oil  Co.,  Inc.,  310  U.S.  150,  227  n.  60  (1940);  International 
Ass'n.  of  Machinists  v.  Street,  367  U.S.  740,  810  n.  16  (1961)  (Frankfurter, 
J.,  dissenting);  II  Loss,  Securities  Regulation  1370  (2d  Ed.  1961)  and 
V  Loss,  Securities  Regulation  3469-3470  (Supp.  to  2d  Ed.  1969);  cf.  Silver 
v.  New  York  Stock  Exchange,  373  U.S.  341,  358  n.  12  (1963).    The  scope  of 
this  antitrust  exemption  has  not  been  extensively  explored  in  any  judicial 
proceeding.   The  Court  of  Appeals  for  this  circuit  has,  however,  stated  in 
Harwell  v.  Growth  Programs,  Inc.,  C.A.  5,  No.  30501,  October  15,  1970,  Slip 
Op.  p.  12  (emphasis  added): 

"This  section,  by  its  terms,  grants  no  specific  antitrust 
immunity.   However,  it  seems  that  if  conduct  is  permitted. 
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authorized  or  required  by  this  Act,  Congress  Intended 
that  such  action  would  not  be  prohibited  by  any  law 
in  force  on  June  25,  1938,  including  the  anti-trust 

law."  y 

While  the  Supreme  Court  has  not  passed  upon  the  meaning  of  this 
explicit  statutory  provision,  the  Court  has  considered  the  extent  to  which 
other  provisions  of  the  Securities  Exchange  Act  impliedly  repeal  the  anti- 
trust laws  in  connection  with  the  self-regulatory  responsibilities  of 
national  securities  exchanges.   Thus  it  held  in  Silver  v.  New  York  Stock 
Exchange ,  373  U.S.  341,  357  (1963): 

"Repeal  is  to  be  regarded  as  implied  only  if  necessary 
to  make  the  Securities  Exchange  Act  work,  and  even  then 
only  to  the  minimum  extent  necessary.   This  is  the 
guiding  principle  to  reconciliation  of  the  two  statutory 
schemes." 

This  principle  is  applicable,  a  fortiori,  under  Section  15A(n) ;  and, 

as  we  show  below,  the  Securities  Exchange  Act  cannot  be  expected  to  work  if 

the  various  district  courts  may  render  ad  hoc  decisions  of  a  kind  that 

implicitly  preempt  the  Conaniss ion's  judgment  in  areas  of  the  Commission's 

basic  regulatory  responsibilities.   Yet  it  would  appear  that  such  a  result 

would  occur  if  the  relief  requested  by  the  plaintiff  in  these  cases  should 

be  granted. 


l_l  A  petition  for  rehearing  was  filed  in  Harwell  on  November  16,  1971, 

and  the  Commission  on  November  15,  1971,  filed  a  brief  in  support  of 
that  petition.   We  have  been  informed  that  the  court  of  appeals  has 
requested  the  plaintiffs'  views  on  the  merits  of  that  petition, 
"particularly  ...  an  answer  to  the  suggestion  tha  language  relating 
to  the  anti-trust  laws  be  deleted  from  the  opinion."  While  recognizing 
the  authoritative  impact  of  the  decision  upon  district  courts  in  this 
circuit,  the  Commission  disagrees  with  portions  of  that  opinion, 
particularly  as  to  the  anti-trust  discussion  involving  the  interpretation 
of  Silver  v.  New  York  Stock  Exchange,  373  U.S.  341,  contained  in  Thill 
V.  New  York  Stock  Exchange,  433  F.  2d  264  (C.A.  7,  1970),  certiorari 
denied,  401  U.S.  994  (1971).  The  Commission  has  no  basis,  however,  to 
disagree  with  the  language  emphasized  in  the  quotation  set  forth  in  the 
text. 
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Fuisuaat  to  Section  l5A(bU  l^')  .  13  U.S.C.  78o-3(bHi:>.  tlu>  Rules 
of  the  NASD  must  oontalu  "provisions  governing  the  form  >nul  eontent  of 
quotations  relating  to  securities  soUi  othonvise  than  on  a  national 
securities  exchange  .  .  .  ."  Furthermore,  the  Commission  has  adopt  e.l 
Rule  15AJ-2,  17  CFR  240.15AJ-:,  which,  ^miong  other  things,  requires 
the  rules  of  the  NASD  to  "provide  a  fair  ami  orderly  procedure  with 
respect  to  the  determination  of  whether  any  .  .  .  issuer  .  .  .  may  be 
excluded  or  limited  in  respect  of  requested  access  to  .  .  .  [a]  system 
[of  securities  quotations]  .  .  .  ."  Rule  15Aj-2(b).  17  CFR  240.15Aj-2(h) . 
AiKl.  "[i]n  the  event  of  iiny  such  exclusion  ....  such  action  shall  be 
subject  to  ivview  by  the  Commission,  on  its  o\ai  motion,  or  upon  application 
by  any  person  aggrieved  thereby  .  .  .  ."   Rule  15Aj-2(c).  17  CFR  240.15 
Aj-2(c).   The  Conunission  is  required  to  disapprove  in  advance,  pursuant  to 
Section  15A(j),  15  U.S.C.  7So-3(J) ,  any  changes  in  the  rules  of  the  NASD 
that  are  inconsistent  with  certain  provisions  of  Section  15A— including 
Section  15A(.b)(,S),  15  U.S.C.  7So-3(.bH^^'> .  which  requires  consideration 
of  anti-competitive  elements —  and  m.^y  thereafter  abrogate  NASD  rules 
when  "necessary  or  appropriate  ...  to  protect  investors  or  effectuate 
the  purposes  of  .  .  .  [the  Act]."  Section  15AU)tl).  13  I'.S.C.  78o-3(k)(l). 
As  the  facts  alluded  to  in  the  brief  filed  by  the  NASD  in  support  of 
its  motion  for  a  stay  demonstrate  (n.  p.  7  and  accompanying  text  and 
exhibits),  at  every  stage  of  the  continuing  development  of  the  NASDAQ 
system,  the  NASD  has  amended  its  rules  to  effect  each  successive  step  and. 
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by    11  1  liiK    llic'    amorifJineriL    before   proceeding,    hnn    aHcortalned    that    tli<; 

,:urn'iiilmi-riL    w(jijI<1    not    be    'llHapproved    by    the    Coiranl  hh  I  on .      Moreover,    on   an 

ex[)crlm.-nL-il    b.f'.hi,    a    iiumbiT    of     nf(,ir  I  \  li-n    llHt<-d    on    <-zr  ban^,<-fi    wh  I  f  h 

otherwlsti    meet    the    NASDAQ   criteria   have    been    ln<\\i<i<-<i    In    rhe    f|iif>t  at  I  f^n 

.syntem. 

The  admJnlHtratl  ve  overnight  In  ar-tlvely  ronl  Inn )  rif',  ■   On  Aii>',ii'i<  ^^) , 

i971,  the  CominlnHlon  announced  that  It  v/ouid  hold  a  pub  I  I  r  hi  ve^ii  I  j'.at  or  ■/ 

hearing  pursuant  to  Section  21(a)  of  the  Exchange  Act  commenclnj/,  on 

October  12,  1971,  concerning  among  other  matters: 

"(1)   The  desirability,  structure  and  means  of  rjcve  h.pl  n>c 
a  national  system  of  securities  exchanges  and  the  relatl 'un- 
ship of  such  a  system  to  other  securities  markets.  .  .  . 

"(5)   The  need  for  additional  disclosure  of  information 
on  prices,  volume  and  quotations  In  all  markets,  and  the 
nature  thereof  through  a  composite  tape  or  otherwise; 

"(6)   Competition  among  exchanges  and  between  exchanges 
and  other  markets." 

The  Chairman  of  the  Commission  has  made  it  clear  that  the  subject  of  tho«e 

hearings  encompasses  the  merits  of  inclusion  or  exclusion  of  exchange-Hated 

securities  from  the  NASDAQ  system.   See  Kxhlbit  2    to  NASD  brief.   And  the 

release  announcing  those  hearings,  which  la  appended  hereto  as  Kxlilbit  A, 

infra,  suggests  the  complex  Interrelationship  between  the  questions  framed 

by  the  complaints  herein  and  other  questions  of  regulatory  concern  that  are 

beyond  the  scope  of  these  pleadings. 
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Thus  it  appears  to  the  Commission  that  an  injunction  that  would 
compel  inclusion  of  exchange-listed  securities  on  the  NASDAQ  System  or 
which  would  direct  a  change  in  the  NASD's  by-laws  as  to  the  composition 
of  its  board  of  directors  would  abrogate  the  Commission's  oversight  of  the 
NASD  and  substitute  the  court  for  the  Commission  in  deciding  regulatory 
policy.   This  would  occur  in  a  context  where  available  regulatory 
alternatives  appear  to  be  beyond  the  scope  of  the  issues  that  could  be 
presented  for  judicial  resolution  in  any  individual  case;  the  proper 
relationship  between  the  stock  exchanges  and  the  over-the-counter  markets 
is  an  intricate  question  and  the  plaintiff  in  a  lawsuit  can  present  but 
a  small  part  of  the  overall  regulatory  picture.   Moreover,  unlike  issues 
that  may  be  resolved  in  connection  with  less  comprehensive  aspects  of 
regulatory  policy,  questions  of  the  kind  here  involved  can  have  no  final 
regulatory  answer:   an  injunction,  if  based  upon  the  Commission's 
evaluation  of  present  needs,  would  stand  in  the  way  of  future  review  and 
revision  that  the  meaningful  supervision  of  the  securities  industry  requires, 
Accordingly,  Shumate's  explicit  request  that  the  court  direct  a  change  in 
the  NASD's  by-laws  to  require  that  the  NASDAQ  System  include  exchange-listed 
securities  or  to  modify  the  structure  of  the  NASD  to  remedy  what  Shumate 
apparently  believes  to  be  the  undue  influence  of  exchanges  in  the  affairs 
of  the  NASD  is  not  susceptible  to  judicial  solution. 
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Even  if  the  Commission  should  ultimately  accept  Shumate's  viewpoint 

and  cause  the  NASD  to  disseminate  quotations  for  listed  securities  on 

NASDAQ  to  the  same  extent  as  other  securities  and  to  limit  participation 

in  the  NASD's  affairs  by  exchange  members,  preservation  of  the  regulatory 

scheme  of  the  Securities  Exchange  Act  compels  the  conclusion  that  the 

present  and  past  actions  of  the  NASD  in  these  respects  must  be  considered 

lawful.   The  rules  of  the  NASD  which  relate  to  the  matters  complained  of 

have  duly  been  submitted  to  the  Commission  and  have  not  been  disapproved 

as  inconsistent  with  the  statutory  mandate  of  the  Securities  Exchange  Act, 

as  would  be  the  Commission's  obligation  under  Section  15A(j).   It  may  be, 

of  course,  that  upon  subsequent  consideration  the  Commission  may  determine 

that  a  different  regulatory  approach  is  to  be  preferred,  and  may  abrogate 

these  rules  pursuant  to  Section  15A(k)(l),  15  U.S.C.  78o-3(k)(l),  as 

"necessary  or  appropriate  to  assure  fair  dealing  by 
the  members  of  such  associations  to  assure  a  fair 
representation  of  its  members  in  the  administration 
of  its  affairs  or  otherwise  to  protect  investors  or 
effectuate  the  purposes  of  this  title." 

But  it  would  not  follow  from  such  abrogation  that  the  currently-existing 

rules  are  unlawful  or  that  the  NASD  or  others  should  be  subject  to  liability 

for  damages.   To  the  contrary,  these  rules  have  received  implicit  approval 

by  the  Commission;  and  any  Commission  decision  that  a  change  is  required  will 

reflect  an  administrative  judgment  merely  that  another  approach  is  "necessary 

or  appropriate,"  not  that  the  current  approach  is  necessarily  inconsistent 

with  the  statutory  objectives  of  the  Securities  Exchange  Act.   See  Section 

15A(j) ,  15  U.S.C.  78o-3(j). 
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Where  rules  of  the  NASD  were  filed  with  the  Cononission  and  have 
not  been  disapproved  or  abrogated  by  the  Commission,  the  imposition  of 
damages  would  involve  substituting  the  judgment  of  the  court  for  that  of 
the  Commission  and  seriously  undermine  the  regulatory  role  of  the  Commission 
and  the  self-regulatory  role  of  the  NASD  envisioned  by  the  Securities 
Exchange  Act  of  1934.   Cf.  e.g.,  Montana-Dakota  Utilities  Co.  v. 
Northwestern  Public  Service  Co.,  3A1  U.S.  246,  251-252  (1951).   But  even 
if,  at  the  extreme,  a  rule  adopted  by  the  NASD  were  considered  to  be 
inconsistent  with  an  explicit  provision  of  the  Securities  Exchange  Act, 
in  this  context — where  the  Commission  has  an  affirmative  obligation  to 
measure  the  rule  against  statutory  requirements — review  should  be  of 
the  Commission's  failure  to  disapprove  the  rule,  and  the  final  remedy 
would  be  no  more  than  the  rule's  abrogation.   This  is  not  a  situation 
where  the  agency  is  without  authority  to  determine  the  issue  of  violation 
and  without  power  to  implement  its  decision.   Cf.  Silver  v.  New  York  Stock 
Exchange,  373  U.S.  341,  357-359   (1963).   Thus  the  intervention  of  an 
antitrust  court  is  not  necessary  to  vindicate  the  public  interest.   If  a 
court  were  to  impose  damages  against  the  regulated  entity  in  such  a  context, 
meaningful  Conmiission  regulation  could  not  survive  and  the  regulatory  scheme 
of  the  Securities  Exchange  Act  would  be  destroyed. 


The  foregoing  discussion  is  not  to  suggest  that  no  relief  is 

available  to  assure  that  proper  legal  standards  have  been  applied  to  the 

NASD's  activities.   But  the  applicable  standards  are  primarily  those 

contained  in  the  Securities  Exchange  Act.   As  we  have  noted  above,  under 

Rule  15AJ-2,  NASD  rules  provide  a  procedure  by  which  exclusion  of  the 

securities  of  any  issuer  from  NASDAQ  may  be  questioned,  and  review  may 

be  sought  before  the  Commission  by  "any  person  aggrieved"  by  the  decision 

of  the  NASD.   Section  25(a)  of  the  Securities  Exchange  Act,  15  U.S.C.  78y(a), 

would  then  authorize  review  of  the  Commission's  final  order  in  a  court 

of  appeals.   Shumate  has  not  availed  itself  of  this  procedure.   Even  in 

the  absence  of  this  specific  procedure,  however,  under  the  Administrative 

Procedure  Act,  as  codified: 

"So  far  as  the  orderly  conduct  of  public  business 
permits,  an  interested  person  may  appear  before  an 
agency  or  its  responsible  employees  for  the  pre- 
sentation, adjustment,  or  determination  of  an  issue, 
request  or  controversy  ...  in  connection  with  an 
agency  function." 

5  U.S.C.  555.   Should  an  interested  person  believe  that  the  Commission  has 

failed  to  act  when  required  to  do  so,  he  may  invoke  the  jurisdiction  of  the 

courts  to  "compel  agency  action  unlawfully  withheld  or  unreasonably  delayed." 

5  U.S.C.  706.   And,  in  any  event,  under  5  U.S.C.  702: 

"A  person  suffering  legal  wrong  because  of  agency 
action,  or  adversely  affected  or  aggrieved  by  agency 
action  within  the  meaning  of  a  relevant  statute,  is 
entitled  to  judicial  review  thereof." 
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Proceedings  brought  consistent  with  these  provisions  will  permit  judicial 
oversight  of  the  Commission's  functioning  in  accord  with  doctrines  that 
fully  preserve  to  the  agency  the  implementation  of  its  statutory  duties. 

Furthermore,  in  the  Commission's  view,  depending  upon  the  facts 
that  may  be  shown,  Shumate  may  not  be  wholly  without  an  antitrust  remedy. 
While  we  believe,  for  the  reasons  indicated,  that  Shumate  may  not  enjoin 
matters  within  the  Commission's  regulatory  authority  or  obtain  damages  for 
acts  permitted  by  the  Commission  as  authorized  by  the  Securities  Exchange 
Act,  there  would  be  no  intrusion  upon  the  Commission  and  no  adverse  effect 
upon  the  regulatory  scheme  for  the  court  to  enjoin  any  proved  conspiracy 
unlawful  by  antitrust  standards  and  not  permitted  by  the  Securities  Exchange 
Act.   The  Supreme  Court  has  recognized  that  activities  that  are  themselves 
lawful  under  a  regulatory  scheme  may  have  been  caused  by  an  unlawful 
conspiracy,  and  that  that  conspiracy  may,  in  fact,  detract  from  the  full 
effectiveness  of  the  regulatory  program.   See,  e.g. ,  Georgia  v.  Pennsylvania 
R.R. ,  324  U.S.  439,  453-455  (1945),  where  the  Court  enjoined  conspiratorial 
activities  while  holding  that  rates  which  had  been  approved  by  the  regulatory 
commission  were  lawful  for  that  reason  even  though  they  had  resulted  from 
the  conspiracy.   Similarly,  if  this  Court  should  find  conspiratorial 
activities  as  distinguished  from  the  combinations  permitted  by  the  Securities 
Exchange  Act,  it  could  enjoin  such  activities,  but  not  the  self-regulatory 
decisions  that  have  received  implicit  approval  of  the  supervising  agency. 
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All  of  the  foregoing  is  entirely  consistent  with  the  Supreme 

Court's  decisions  in  Silver  v.  New  York  Stock  Exchange,  supra,  373 

U.S.  341  and  other  cases.   Quoting  Georgia  v.  Pennsylvania  R.R. ,  supra, 

the  Supreme  Court  in  Silver  noted  that  as  to  "[improper  collective 

action]  over  which  the  Commission  has  no  authority  but  which  if  proven 

to  exist  can  only  hinder  the  Commission  in  the  tasks  with  which  it  is 

confronted,"  373  U.S.  at  341  (brackets  in  original),  the  New  York  Stock 

Exchange  had  a  heavy  burden  to  justify  its  activity  as  necessary  to 

make  the  Securities  Exchange  Act  work.   But  in  Silver  the  Court  explicitly 

recognized,  373  U.S.  at  360: 

"Should  review  of  exchange  self-regulation  be  provided 
through  a  vehicle  other  than  the  antitrust  laws,  a 
different  case  as  to  antitrust  exemption  would  be 
presented. " 

This  is  that  different  case.   The  activities  of  the  NASD  to  which  the 

complaint  refers  are,  as  we  have  shown,  directly  subject  to  Commission 

oversight,  which  has  in  fact  been  exercised.   Unlike  Silver,  373  U.S. 

at  358,  therefore,  the  case  at  bar  does  involve  a  "problem  of  conflict 

or  conextensiveness  of  coverage  with  the  agency's  regulatory  powers." 

The  authorities  noted  above  show  the  approach  to  a  proper  resolution  of 

that  conflict. 

Respectfully  submitted. 


G.  BRADFORD  COOK 
General  Counsel 

DAVID  FERBER 
Solicitor 

December  16,  1971  RICHARD  E.  NATHAN 

Assistant  General  Counsel 
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For  RELEASE  Thur»d«y,  August  26,  1971 


SECURITIES  AND  EXCHANGE  CO^WISSION 
Washington,  D.  C   20549 


Securities  Exchange  Act  of  1934 
Release  No.  9315 


The  Securities  and  Exchange  Commission  today  announced  that  it  will 
hold  a  public  investigatory  hearing  pursuant  to  Section  21(a)  of 
the  Exchange  Act  at  10:00  a.m.,  October  12,  1971  at  the  Conmiss ion's 
headquarters,  500  North  Capitol  Street,  N.W.,  Washington,  D.  C   20549, 
This  hearing  will  recr^ive  testimony  and  relevant  data  concerning 
the  following  matters : 

(I)  The  desirability,  structure  and  means  of  developing 
a  national  system  of  securities  exchanges  and  the 
relationship  of  such  a  system  to  other  securities 
markets. 

C2)  So-called  "institutional  membership"  on  exchanges 
including  (i)  exchange  membership  by  financial 
institutions  (such  as  insurance  companies,  trust 
companies ,  foundations ,  investment  companies  and 
pension  funds) ;  (ii)  exchange  membership  by  affiliates 
of  financial  institutions  such  as  their  investment 
advisers,  managers,  parents,  subsidiaries  or  other 
affiliates,  who  may  utilize  such  memberships,  either 
to  execute  portfolio  transactions  for  an  institu- 
tional affiliate  or  in  one  way  or  another  to  facilitate 
the  recapture  of  commissions  by  an  institution  or  to 
conduct  a  general  securities  business  as  an  exchange 
member,  or  any  combination  of  the  foregoing;  (iii) 
exchange  membership  by  other  organizations  whose 
primary  business  may  not  be  that  of  a  broker  or  dealer 
or  their  affiliates;  (iv)  whether  and  the  conditions 
under  which  any  of  the  foregoing  persons  should  be 
permitted  to  engage  in  the  business  of  a  broker  or 
dealer  in  securities  (aside  from  acting  as  underwriters 
for  the  shares  of  one  or  more  investment  companies) ; 

(3)  Restrictions  on  access  of  non-members  to  exchange 
markets  and  of  exchange  members  to  the  third  market; 

(4)  The  reasons  for  differing  regulation  of  securities 
markets  and  the  kind  of  additional  or  modified 
regulation,  if  any,  which  may  be  needed; 

(5)  The  need  for  additional  disclosure  of  information  on 
prices,  volume  and  quotations  in  all  markets,  and 

the  nature  thereof  through  a  composite  tape  or  otherwise; 
and 
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(6)   Competition  among  exchanges  and  between  exchanges  and 
other  markets . 

The  facts  to  be  adduced  at  the  hearings  with  respect  to  the  above 
matters  would  also  be  relevant  to  an  understanding  of  the  development 
of  short -term  and  long-term  changes  in  the  structure  of  the  securities 
markets  and  to  the  appropriate  regulatory  response  thereto. 

The  Commission  invites  all  interested  persons  to  submit  their  views 
by  means  of  written  submissions  for  inclusion  in  the  record.   Interested 
persons  may  also  appear  at  the  hearings.  Such  persons  should  promptly 
notify  the  Office  of  the  Secretary,  Securities  and  Exchange  Commission, 
Washington,  D.  C   20549,  (202)  755-1160  of  their  desire  to  appear. 
They  should  file  as  promptly  as  possible  with  the  hearing  officer  a 
brief  description  in  the  form  of  an  offer  of  proof  of  the  scope  of 
the  evidence  to  be  presented.   The  hearing  officer,  however,  is 
authorized  to  limit  presentations  to  written  submissions  whenever 
he  deems  that  oral  testimony  would  unduly  delay  the  proceedings. 
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Response  of  New  York  Stock  Exchange  to  Questions  Concerning  the  Inclusion 
of  Listed  Securities  in  NASDAQ 

August  17, 1972. 
Mr.  James  J.  NEEa>HAM, 
Chairman,  New  York  Stock  Exchange, 
New  York,  N.Y. 

Dear  Mr.  NEEajHAM :  As  you  are  aware,  the  Securities  Subcommittee  is  cur- 
rently conducting  a  study  of  the  self-regulatory  decision-making  process.  The 
Subcommittee  has  undertaken  a  number  of  case  studies  of  issues  that  illustrate 
how  this  process  actually  operates.  It  is  not  the  Subcommittee's  purpose  to 
re-examine  the  merits  of  the  issues  that  have  been  decided.  Rather,  we  are 
focusing  on  whether  the  processes  employed  were  fair  to  all  concerned. 

The  enclosed  case  study  explores  the  decisions  involved  in  the  inclusion  of  listed 
stocks  on  NASDAQ.  Because  of  your  interest  and  involvement  in  this  issue,  the 
Subcommittee  would  appreciate  your  written  comments  on  all  or  any  of  the 
Questions  and  Issues  set  forth  at  the  conclusion  of  the  study. 

Please  direct  your  response  or  any  questions  you  might  have  regarding  this 
case  to  H.  Holton  Wood,  Jr.  of  the  Subcommittee  staff. 
Sincerely  yours, 

Harrison  A.  Williams,  Jr. 

New  York  Stock  Exchange,  Inc., 
New  York,  N.Y.,  September  21, 1972. 
Hon.  Harrison  A.  Williams,  Jr., 
Committee  on  Banking,  Housing  and  Urban  Affairs, 
U.S.  Senate, 
Washington,  B.C. 

Dear  Chairman  Williams  :  As  a  result  of  a  changeover  in  the  secretarial 
staff  in  the  executive  oflSces  your  letter  of  August  17  to  me  was  not  called  to 
my  attention  until  today.  As  you  know,  I  did  not  arrive  on  the  scene  until 
August  28  and  during  the  transition  your  letter  asking  for  our  comments  on 
the  questions  included  in  the  case  study  on  NASDAQ  was  misfiled.  In  any  event, 
I  want  to  apologize  for  the  delay  in  responding. 

As  you  know,  I  am  not  familiar  with  the  New  York  Stock  Exchange's  .in- 
volvement in  the  matters  covered  in  the  case  study.  From  what  I  am  told 
the  New  York  Stock  Exchange  participation  and  involvement  in  the  decision 
to  include  listed  securities  in  NASDAQ  was  minimal. 

However,  the  person  on  the  Exchange  staff  who  is  most  familiar  with  these 
matters  is  Donald  L.  Calvin.  I  am  asking  Mr.  Calvin  to  prepare  an  appropriate 
response  to  the  questions  in  the  case  study  and  you  should  be  hearing  from 
him  direct  on  this  shortly. 
Sincerely  yours, 

James  J.  Needham. 


New  York  Stock  Exchange,  Inc., 

New  York,  N.Y.,  November-  8, 1972. 
Hon.  Harrison  A.   Williams,  Jr., 
Committee  on  Banking,  Housing  and  Urban  Affairs, 
U.S.  Senate,  Washington,  B.C. 

Dear  Senator  Williams  :  In  Chairman  James  J.  Needham's  letter  to  you  of 
September  21,  he  said  that  I  would  be  responding  to  you  direct  on  the  Exchange's 
responses  to  the  "Issues  and  Questions"  Section  of  the  Subcommittee  Staff's 
case  study  on  the  "Inclusion  of  Listed  Securities  in  NASDAQ." 

As  the  Subcommittee  staff,  I  believe,  recognizes  and  so  indicates  in  the 
NASDAQ  case  study,  the  New  York  Stock  Exchange's  involvement  in  these 
matters  was,  at  best,  minimal.  As  a  result,  we  are  really  not  in  a  position  to 
offer  any  input  in  response  to  the  "Issues  and  Questions"  dealing  with  the 
specific  subject  of  the  case  study. 

We  do,  however,  appreciate  your  invitation  to  offer  our  comments  and  are 
pleased  to  be  able  to  comment  on  the  question  which  transcends  the  NASDAQ 
issue,  that  is,  the  first  question  in  the  case  study. 
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This  question  asks : 

"Are  self  regulatory  organizations  in  a  position  to  reach  fair  and  constructive 
decisions  on  questions  which  involve  largely  economic  issues  between  different 
classes  of  members  or  between  members  and  non-members?" 

I  believe  that  the  New  York  Stock  Exchange,  as  a  self  regulatory  organization, 
has  demonstrated  that  it  can  reach  fair  and  constructive  decisions  on  issues 
coming  before  it.  Its  record,  in  this  regard,  is  certainly  as  good  as  that  of  many 
government  agencies,  whether  federal,  state  or  local,  and  compares  equally 
favorably  to  that  of  the  Congress  and  state  legislatures. 

In  connection  with  the  events  surrounding  the  decision  on  whether  to  include 
or  exclude  listed  securities  in  NASDAQ,  the  Exchange  approached  the  issue 
from  a  regulatory  standpoint.  As  the  case  study  accurately  points  out  (on 
pages  13  and  15),  the  President  of  the  Exchange  wrote  to  the  SEC  asking  that 
consideration"  ...  be  given  to  the  regulatory  problems  which  will  arise  .  .  ." 
if  quotations  in  listed  securities  were  included  in  NASDAQ.  Subsequent  events 
have  demonstrated  that  there  are  regulatory  problems  in  this  area,  many  of 
which  have  not  been  resolved. 

The  Exchange  has  also  had  to  make  tough  decisions  on  issues  which  were  to 
a  large  degree  economic,  while  considering  the  public  interest  and  the  regulatory 
consequences.  In  this  regard,  the  Exchange  is  different,  for  example,  from  trade 
associations  which  often  look  only  at  the  economic  side  of  issues.  A  prime  ex- 
ample of  such  an  area  is  in  connection  with  commission  rates.  It  was  the  Ex- 
change which  initially  advocated  the  position  that  the  impact  of  negotiated 
commission  rates  should  be  carefully  monitored  before  the  breakpoint  is  reduced 
to  lower  levels.  This  position  has  been  endorsed  by  the  SEC,  the  House  Subcom- 
mittee on  Commerce  and  Finance,  the  Department  of  Justice  and  others. 

As  a  practical  matter,  it  is  very  diflScult  for  any  responsible  organization — 
whether  it  he  in  the  private  or  public  sector — to  make  decisions  which  affect 
the  economic  well-being  of  others.  In  many  ways,  the  self-regulatory  organiza- 
tions are  better  equipped  to  make  these  decisions  than  are  government  organiza- 
tions. It  is  for  this  reason  that  you  and  other  responsible  leaders  in  Government 
frequently  ask  that  the  industry  take  the  initiative  on  these  issues. 

In  my  opinion,  the  self  regulatory  organizations  must  respond  to  that  call. 
This  responsibility,  so  to  speak,  "goes  with  the  territory." 
Very  truly  yours, 

Donald  L.  Calvin. 


Response  of  Department  of  Justice  to  Questions  Concerning  the  Inclusion  of 
Listed  Securities  in  NASDAQ 

Hon.  Harrison  A.  Williams,  Jr., 

Chairmcm,  Committee  on  Banking,  Housing  and  Urlan  Affairs, 

U.S.  Senate,  Washington,  D.C. 

Dear  Senator  Williams  :  This  is  in  response  to  your  request,  dated  August  17, 
1972,  for  the  Department  of  Justice's  comments  on  all  or  any  of  the  questions 
and  issues  posed  in  the  staff  study  entitled  "Examination  of  the  Decisions  In- 
volved in  the  Inclusion  of  Listed  Securities  in  NASDAQ."  This  response  is  lim- 
ited to  those  questions  which  relate  to  our  responsibility  to  promote  the  policies 
of  the  antitrust  laws  in  regulated  industries. 

Before  examining  the  issues  posed,  it  is  appropriate  to  point  out  that  the 
National  Association  of  Securities  Dealers  (NASD)  has  been  held  to  be  subject 
to  the  antitrust  laws  unless  the  particular  activity  challenged  in  the  antitrust 
case  is  necessary  to  achieve  a  goal  of  the  Maloney  Act,  the  legislation  under 
which  the  NASD  performs  its  self-regulatory  responsibilities.  Harwell  v.  Growth 
Programs,  Inc.,  451  F.  2d  240  (5th  Cir.  1971),  rehearing  denied,  459  F.  2d  461 

(1972)  cert.  den. U.S. (1972).  Thus  the  applicability  of  the  antitrust 

laws  to  NASD  activities  is  the  same  as  that  announced  by  the  Supreme  Court  in 
Silver  v.  New  York  Stock  Exchange,  373  U.S.  341  (1963)  with  respect  to  the 
exchanges^activities  of  securities  industry  self -regulatory  bodies  are  not  exempt 
from  the  antitrust  laws  unless  necessary  to  make  the  securities  acts  work  and 
then  only  to  the  minimum  extent  necessary.  See  also  Thill  Securities  Corp.  v. 
NYSE,  433  F.  2d  264  (7th  Cir. ) ,  cert.  den.  401  U.S.  994  ( 1971) . 
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We  fully  support  the  rationale  of  these  cases  and  we  will  continue  to  be  alert 
to  anticompetitive  activities  engaged  in  by  any  securities  industry  association, 
including  the  NASD. 

We  turn  now  to  the  specific  issues  posed  in  the  study. 

1.    ECONOMIC   REGULATION    BY    SELF-REGULATORY    ORGANIZATIONS 

Self-regulatory  organizations  would  not  appear  to  be  the  most  appropriate 
bodies  to  engage  in  regulation  which  affects  vital  economic  interests  of  (i)  their 
own  members  vis-a-vis  non-members  with  whom  they  deal  or  (ii)  a  majority  of 
their  members  vis-a-vis  a  minority.  Self-regulation  can  be  a  useful  supplement 
to  government  regulation  in  disciplining  members  for  fraud  and  dishonest  com- 
mercial activities  since  in  such  cases  the  interests  of  almost  all  of  the  members 
are  likely  to  be  coincident  with  the  public  interest.  That  coincidence  of  interests, 
however,  is  not  so  likely  to  exist  with  respect  to  situations  involving  economic 
conflicts  between  members  or  with  non-members.  See,  e.g.,  Rules  of  the  New  York 
Stock  Exchange,  10  S.E.C.  270.  In  such  circumstances,  the  economic  interests  of 
the  majority  of  members  are  bound  to^revail  and  the  opportunity  for  dissident 
members  to  compete  as  they  wish,  a  right  which  the  antitrust  laws  are  designed 
to  protect,  is  likely  to  be  thwarted.  Application  of  the  antitrust  laws  to  self- 
regulatory  activities  under  the  Silver  doctrine  serves  as  an  indispensable  re- 
straint upon  economic  self-regulation  designed  to  curtail  competition  rather 
than  promote  the  public  interest.  If  self-regulatory  organizations  in  the  securi- 
ties industry  are  to  continue  to  be  permitted  to  engage  in  any  form  of  economic 
regulation,  continued  applicability  of  the  antitrust  laws  is  necessary  to  prevent 
abuses  of  that  regulation.  See  generally  Thill  Securities  Corp.  v.  New  York  Stock 
Exchange,  supra;  and  Securities  Industry  Study:  Report  of  the  Subcommittee 
on  Commerce  and  Finance  of  the  Committee  on  Interstate  and  Foreign  Conumerce, 
House  of  Representatives  (August  23,  1972),  ch.  XIII. 

2.    THE  NEED  FOR  MORE  FORMAL  SECURITIES  AND  EXCHANGE  COMMISSION  PROCEDURES 

The  procedures  followed  in  the  initial  decision  to  exclude  listed  securities  from 
NASDAQ  as  outlined  in  your  Subcommittee  study,  point  up  a  serious  defect  in 
the  way  competitive  questions  were  handled  by  the  SBC,  at  least  at  the  time  the 
decision  was  made.  Informal  procedures  may  be  appropriate  where  quick  ac- 
tion is  necessary  to  resolve  an  immediate  crisis  in  the  securities  markets,  or 
where  day-to-day  trading  activities  are  involved.  However,  considerations  of 
fairness  and  thorough  analysis  require  more  open  and  formal  deliberation  when 
vital  economic  interests  of  firms  and  the  investing  public  may  be  affected  by  a 
general  rule  of  a  self-regulatory  organiaztion.  See  Comments  of  the  United 
States  Department  of  Justice  on  Proposal  to  Adopt  Securities  Exchange  Act 
Rule  196-2,  Oct.  3,  1972;  Cf.  Silver  v.  NYSE,  supra,  where  the  denial  of  the 
opportunity  to  be  heard  was  the  gravemen  of  the  offense. 

It  was,  of  course,  important  that  the  NASDAQ  system  be  implemented  as 
soon  as  possible  and  a  long  delay  occasioned  by  public  proceedings  would  have 
been  unwise.  However,  in  our  opinion,  in  view  of  the  competitive  issues  and  the 
existence  of  disagreement  within  the  industry,  the  better  course  would  have 
been  to  permit  the  inclusion  of  listed  securities  subject  to  a  reversal  of  that 
decision  if  evidence  subsequently  developed  in  public  hearings  indicated  that 
inclusion  threatened  the  public  interest  in  the  sense  of  impairing  essential  goals 
of  the  securities  laws.  Such  a  procedure  would  have  been  particularly  appro- 
priate in  view  of  the  fact  that  the  speculative  concerns  over  inclusion,  since 
found  to  have  been  unwarranted,  were  over  possible  long-term  effects  which 
would  not  have  had  serious  consequences  during  the  time  required  for  public 
hearings. 

As  indicated  above,  we  believe  that  when  the  Commission  is  faced  veith  a 
decision,  such  as  the  inclusion  of  listed  securities  in  the  NASDAQ  system,  it 
should  be  guided  by  a  presumption  in  favor  of  the  alternative  which  promotes 
competition.  Such  a  general  presumption  in  favor  of  competition,  "our  funda- 
mental national  economic  policy",  is  mandated  by  the  Supreme  Court  even  in 
regulated  industries.  United  States  v.  Philadelphia  National  Bank,  374  U.S. 
321,  372  (1968).  F.M.G.  v.  Aktiebolaget  Svenska  Amerika  Linien,  390  U.S. 
283  (1968)  ;  Northern  Natural  Gas  Co.  v.  F.P.C.,  339  F.  2d  953  (C.A.D.C.  1968). 
Moreover,  the  Maloney  Act,  under  which  the  NASD  is  regulated,  imposes  a  re- 
quirement of  competition  in  the  over-the-counter  markets    (15   U.S.C.    §  78(^ 
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3(b)  (8) ).  Indeed,  one  of  the  reasons  for  the  enactment  of  the  Maloney  Act  was 
to  encourage  competition  between  exchange  markets  and  the  over-the-counter 
market.  Edison  Electric  Illuminating  Co.  of  Boston,  1  S.E.C.  909,  914-15  (1936). 
Of  course,  if  proponents  of  the  anti-competitive  course  of  action  had  sub- 
sequently been  able  to  prove  by  empirical  evidence  that  fundamental  goals  of 
the  securities  acts  would  be  thwarted  by  the  inclusion  of  listed  securities,  the 
presumption  in  favor  of  competition  would  have  been  overcome.  In  such  a  case, 
however,  the  decision  would  have  been  made  on  the  basis  of  empirical  evidence. 

3.    THE   NEED    FOR   PROCEDURES    WHICH    WILL   ASSURE   AN    ADEQUATE    CONSIDERATION 
OF   COMPETITIVE   ISSUES    IN    THE   SECURITIES    FIELD 

We  have  previously  stated  our  position  here  and  elsewhere  that  the  SEC 
should  adopt  more  formalized  procedures  in  dealing  with  rules  of  self-regula- 
tory organiaztions  raising  antitrust  questions.  See,  e.g.,  Comments  of  the  United 
States  Department  of  Justice,  supra.  We  also  believe  that  the  Department  of 
Justice  should  be  infomred,  on  a  more  formal  basis,  of  impending  rule  changes 
which  may  raise  competitive  problems  in  the  securities  industry.  While  we 
have  had  informal  liaison  with  the  SEC  staff  in  the  past,  our  knowledge  of 
rule  changes  affecting  competition  in  the  securities  industry  which  were  not 
issued  after  public  hearings  has  often  been  subsequently  derived  from  the 
financial  press  or  industry  complaints.  By  no  means  do  we  intend  to  imply  that 
the  Commission  is  reluctant  to  provide  necessary  information  when  requested ; 
and,  indeed,  we  believe  that  in  recent  years  the  Commission  has  made  a  greater 
effort  to  assure  that  the  Department  knew  of  pending  rule  changes. 

Congress  has  in  various  instances  required  a  regulatory  agency,  before  acting, 
to  obatin  a  formal  report  from  the  Department  of  Justice  on  the  competitive 
effects  of  a  proposal  submitted  to  it.  The  two  most  significant  examples  are  in 
(i)  the  Bank  Merger  Act  of  1960  (12  U.S.O.  §  1828(c))  and  (ii)  the  Atomic 
Energy  Act  of  1954  as  amended  in  1970  (42  U.S.C.  §  2135(c)).  Thus  the  latter 
requires  a  report  from  the  Attorney  General  on  the  question  of  whether  the 
activities  involved  "would  create  or  maintain  a  situation  inconsistent  with  the 
antitrust  laws".  If  the  Attorney  General  issues  an  adverse  report,  then  the 
Commission  must  hold  a  hearing  and  make  an  antitrust  finding  on  the  applica- 
tion. Complete  antitrust  jurisdiction  is  also  preserved  for  the  federal  courts.  We 
do  not  suggest  that  such  a  procedure  is  necessary  at  this  time  for  securities 
industry  rules,  but  it  should  be  considered  if  your  Committee  decides  to  require 
some  formal  notification  procedure  for  proposed  rules  submitted  to  the  SBC 
by  the  stock  exchange  or  the  NASD. 

4.  THE  NEED  FOR  EFFECTIVE  ANTITRUST  RELEF 

Antitrust  enforcement  by  the  Department  of  Justice  should  be  preserved  as  an 
effective  means  of  preventing  anticompetitive  practices  by  self-regulatory  organi- 
zations. The  existence  of  SEC  oversight  neither  clothes  the  securities  industry 
with  antitrust  immunity,  nor  transfers  primary  jurisdiction  from  the  courts  to 
the  SEC  for  decisions  on  antitrust  issues.  While  the  Commission  is  expert  in  in- 
vestor protection  under  the  securities  laws,  the  federal  courts  have  become  the 
"repository  of  antitrust  expertise."  Thill  Securities  Corp.  v.  New  York  Stock 
Exchange,  433  F.  2d  at  273,  and  justification  to  decide  such  issues  should  remain 
with  the  district  courts.  Securities  Industry  Study,  supra,  pp.  164-167. 

Similarly,  the  availability  of  private  antitrust  enforcement  can  have  a  solu- 
tary  effect  in  forestalling  imnecessarily  anticompetitive  regulation.  It  must  be 
remembered  that  the  Silver  and  Thill  cases  were  instituted  by  private  parties ; 
and  the  threat  of  private  suits  may  have  comi)elled  the  NASD  to  reverse  its 
exclu.sion  of  listed  securities  (see  your  Committee  Study  at  p.  23).  While  issues 
of  damages  in  private  antitrust  suits  may  prove  a  diflBcult  problem  in  some 
instances,  (see  Securities  Industry  Study,  supra,  pp.  164^-168),  we  believe  that 
it  can  be  resolved  ;  and  that  the  continued  existence  of  an  antitrust  remedy  for 
private  parties  should  prove  to  be  as  effective  in  the  securities  industry  as  it  has 
generally  in  our  economy  in  supplementing  government  enforcement  of  those 
laws. 

We  hope  these  comments  have  been  of  some  help  to  you  in  your  study. 
Sincerely, 

Bruce  B.  Wilson, 
Acting  Assistant  Attorney  General,  Antitrust  Division. 
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WEDNESDAY,   AUGUST  9,   1972 

U.S.  Senate, 
Committee  on  Banking,  Housing  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington^  D.C. 

The  Subcommittee  met  at  2  p.m.,  pursuant  to  adjournment,  in  room 
5302,  New  Senate  Office  Building,  Senator  Harrison  A.  Williams,  Jr., 
chairman  of  the  subcommittee,  presiding. 

Senator  Williams.  We  will  come  to  order.  Today  is  the  second  day 
of  our  hearings  on  the  f  unctionings  of  the  regulatory  process  in  the 
securities  industry.  We  are  approaching  our  review  of  this  process 
through  a  series  of  case  studies.  It  is  our  hope  that  these  case  studies 
and  the  record  compiled  at  the  hearings  will  enable  us  to  make  specific 
recommendations  for  improvement  of  the  procedures  utilized  bj  the 
self-regulatory  agencies  and  the  Securities  and  Exchange  Commission 
in  overseeing  the  activities  of  the  securities  firms. 

We  plan  to  incorporate  these  recommendations  in  the  final  report  of 
the  Subcommittee,  which  will  be  submitted  by  the  end  of  this  year.  The 
subject  of  this  afternoon's  hearing  is  the  case  study  on  permitting  stock 
exchange  members  to  sell  life  insurance. 

Mr.  Alton  Harris,  Assistant  Counsel,  will  summarize  the  findings  of 
the  case  study  made  before  the  Subcommittee.  This  is  the  same  proce- 
dure we  used  yesterday  when  we  looked  into  another  matter.  I  found 
the  procedure  to  be  helpful.  It  has  been  helpful  to  me  and  to  the 
Committee. 

Mr.  Harris,  would  you  give  us  the  summary  ? 

Mr.  Harris.  Thank  you,  Mr.  Chairman.  The  full  staff  study  of  the 
decisions  involved  in  permitting  stock  exchange  members  to  sell  in- 
surance is  submitted  for  the  record.  I  will  give  only  a  brief  summary. 

Until  recently  member  organizations  of  the  New  York  and  Midwest 
Stock  Exchanges  were  prohibited  from  selling  life  insurance.  The  de- 
cisions of  these  exchanges  to  permit  their  members  to  diversify  their 
activities  into  this  area  were  important  ones,  carrying  potentially  far- 
reaching  consequences  for  the  manner  in  which  the  public  receives 
financial  services  and  the  structure  and  regulation  of  interindustry 
competition. 

This  case  study  examines  the  manner  in  which  rules  of  the  NYSE 
governing  the  sale  of  life  insurance  by  member  firms  were  formulated, 
the  manner  in  which  the  SEC  reviewed  and  approved  these  rule 
changes  and  the  contrast  between  the  approach  taken  by  the  NYSE  in 
this  area  and  that  taken  by  the  MSE. 

Prior  to  1960,  the  NYSE  had  no  rule  limiting  the  types  of  activities 
in  which  a  member  organization  could  engage.  It  did,  however,  have 
a  practice  of  generally  limiting  these  activities  to  the  securities 
business. 
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Following  a  study  of  the  activities  in  which  its  members  were  ac- 
tually engaging,  the  NYSE  in  May  of  1960,  adopted  a  policy  of  ap- 
proving reasonable  proposals  of  member  organizations  to  engage, 
either  directly  or  through  corporate  affiliates,  in  activities  which  are 
related  to  the  placement  and  protection  of  financial  resources. 

In  accordance  with  this  policy  the  exchange  amended  its  rule  318 
to  provide : 

"Every  member  organization  shall  engage  primarily  in  the  trans- 
action of  business  as  broker  or  dealer  in  securities  or  commodities.  With 
the  prior  approval  of  the  exchange,  member  organizations  may  engage 
in  kindred  activities." 

The  amendment  to  Rule  318,  was  presented  to  the  staff  of  the  Com- 
mission prior  to  its  effectiveness.  No  questions  or  objections  were  raised. 

Eule  318,  does  not  contain  a  definition  of  the  term  "kindred  activi- 
ties" nor  does  it  establish  criteria  to  be  followed  by  the  NYSE  in  con- 
sidering whether  to  approve  an  activity  which  has  been  found  to  be 
kindred. 

Decisions  under  the  rule  appear  to  be  made  largely  on  a  case-by -case 
basis.  As  Mr.  Gustave  Levy,  former  chairman  of  the  NYSE,  stated 
to  the  subcommittee :  "The  term  'kindred'  business  as  used  in  the  NYSE 
Rule  318  has  been  the  subject  of  ad  hoc  decisions  by  exchange  staff 
which  are  not  a  matter  of  public  record." 

In  1965,  the  board  of  governors  of  the  NYSE  first  considered  the 
question  under  amended  Rule  318  of  whether  life  insurance  is  a  kin- 
dred activity  and,  if  so,  whether  it  should  be  approved.  Three  mem- 
ber organizations  had  requested  the  NYSE  to  approve  their  plans  to 
sell  life  insurance.  The  staff  of  the  NYSE  prepared  several  reports 
setting  out  the  pro's  and  con's  on  the  question  and  presented  a  recom- 
mendation that  members  not  be  allowed  to  sell  life  insurance. 

The  board  of  governors  accepted  the  staff's  recommendation.  A  cir- 
cular was  then  issued  to  all  members  giving  as  the  reason  for  the  deci- 
sion, the  Board's  opinion  that:  ".  .  .  it  is  currently  desirable  in  the 
maintenance  of  the  quality  of  the  service  rendered  by  member  organi- 
zations and  in  the  surveillance  procedures  of  the  Exchange  for  member 
organizations  to  continue  and  strengthen  their  emphasis  on  securities 
marketing." 

Prior  to  1969,  the  MSE  had  also  prohibited  its  members  from  selling 
life  insurance.  At  that  time,  however,  following  a  study  by  an  inde- 
pendent consulting  firm,  the  MSE  amended  its  rules  to  permit  such 
sales  subject  to  a  full  scale  self-regulatory  program. 

This  program  included  exchange  established  training  standards  for 
salesmen  and  exchange  established  standards  for  the  insurance  com- 
panies with  which  members  could  deal.  As  MSE  president  Michael  E. 
Tobin  has  stated,  the  exchange's  goal  in  setting  up  this  program  was 
"to  establish  under  our  rules  the  same  professional  standards  in  the  sale 
of  life  insurance  that  our  members  have  been  required  to  follow  in  the 
sale  of  securities." 

In  1971,  the  NYSE  again  took  up  the  question  of  whether  member 
organizations  should  be  permitted  to  sell  life  insurance.  In  November 
of  that  year,  the  staff  submitted  a  memorandum  to  the  board  of  gov- 
ernors recommending  that  such  sales  be  "approved."  The  staff  sum- 
marized the  arguments  in  support  of  life  insurance  sales  bv  NYSE 
member  firms.  These  included  increasing  customer  demand  for  a  full 
range  of  services  and  the  need  for  member  firms  to  expand  their 
sources  of  revenue.  The  only  argument  given  against  permitting  mem- 
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bers  to  sell  life  insurance  was  that  it  might  cause  increased  pressure 
from  the  life  insurance  companies  to  gain  exchange  membership — 
that  is,  institutional  membei^hip.  The  staff  made  no  reference  to  the 
reasons  for  the  board's  1965  decision  to  prohibit  the  sale  of  life 
insurance. 

Based  on  the  staff's  recoromendation,  the  NYSE  Board  voted  to 
"approve"  the  sale  of  life  insurance.  In  doing  so,  it  rejected,  however, 
the  idea  of  establishing  a  regulatory  program  similar  to  the  MSE's, 
apparently  on  the  grounds  that  the  staff  was  not  equipped  to  regulate 
insurance  activities  and  that  it  is  questionable  "whether  the  exchange 
should  attempt  to  regulate  a  nonsecurities  activity  which  is  already 
subject  to  extensive  regulation  by  State  authorities." 

Under  Rule  3(18,  the  board  could  "approve"  insurance  sales  without 
the  need  for  a  vote  of  members.  Comments  on  the  insurance  proposal 
were  not  solicited  from  members  of  the  public  generally. 

Shortly  after  the  board's  action  in  November  19Y1  the  New  York 
Stock  Exchange  filed  with  the  SEC  "implementing  rules  mider  which 
member  organizations  may  engage  in  the  sale  of  life  insurance."  The 
staff  of  the  Commission'sDivision  of  Trading  and  Markets,  replied 
approximately  3  weeks  later.  The  SEC  did  not  raise  any  questions 
concerning  the  fundamental  policy  change  involved  in  allowing  NYSE 
member  organizations  to  sell  life  insurance.  It  focused  attention  in- 
stead on  the  NYSE  plans  for  regulating  such  sales  and  asked  the 
NYSE  to  comment  "on  the  reasons  you  believe  that  the  manifold  State 
requirements  are  a  desirable  substitute  for  uniform  exchange  entry 
standards.  .  .  .  and  to  inform  us  of  the  program,  including,  standards 
of  conduct,  which  you  are  developing  to  regulate  insurance  sales  by 
your  members." 

The  SEC  forwarded  a  copy  of  its  letter  to  the  MSE  with  a  request 
for  its  comments.  No  other  organizations  were  asked  to  comment,  and 
the  NYSE's  filing  was  not  made  public. 

A  week  later  the  NYSE  replied  to  the  SEC's  letter  stating  that  the 
NYSE  believed  that  by  requiring  all  persons  selling  insurance  to 
meet  exchange  standards  as  to  training  and  examination  of  securities 
salesmen  as  well  as  to  satisfy  state  insurance  requirements,  the  NYSE 
was  providing  adequate  regulation. 

The  SEC  replied  by  advising  the  NYSE  that  its  letter  was  "not 
sufficiently  responsive"  to  the  SEC's  questions  to  enable  the  staff  to 
satisfactorilv  comment  on  the  NYSE's  proposal  to  permit  member 
firms  to  sell  life  insurance. 

The  NYSE  wrote  again  in  January  of  1972  "to  expand"  its  reply  to 
the  SEC's  questions.  In  response  to  the  SEC's  suggestion  in  the 
preceding  letter  that  the  NYSE  adopt  a  regulatory  program  similar 
to  Midwest's,  the  NYSE  stated :  "We  believe  the  Commission  should 
satisfy  itself  that  the  sale  of  life  insurance  without  a  program  of  the 
type  described  by  the  Midwest  Stock  Excange  is  consistent  with  the 
public  interest.  We  believe  that  it  is." 

On  February  1,  1972,  the  SEC  wrote  to  the  NYSE,  stating  that  the 
Commission  believed  "an  adequate  self- regulatory  program  should  be 
presented  before  the  Exchange  permits  its  memlDers  to  proceed  with 
this  new  activity."  The  SEC  indicated  that  it  did  not  believe  the  New 
York  Stock  Exchange  had,  as  yet,  presented  such  a  program. 

Following  this  letter  there  was  a  meeting  between  the  staffs  of 
the  SEC  and  the  NYSE.  Shortly  thereafter,  in  March  of  1972,  the 
NYSE  board  of  governors  gave  its  "final  approval"  to  various  rule 
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amendments  in  connection  with  the  life  insurance  program.  These 
amendments  included  the  rules  which  were  originally  filed  with  the 
SEC  the  preceding  November  together  with  new  requirements  deal- 
ing with  information  to  be  filed  by  members  with  the  exchange.  The 
amendments  did  not  provide  for  exchange-established  training 
standards  for  registered  representatives  selling  life  insurance  or  for 
exchange-established  standards  to  help  assure  that  the  insurance  com- 
panies with  which  member  organizations  dealt  were  of  a  high  degree 
of  financial  responsibility— key  elements  in  what  the  Commission  had 
described  as  an  "adequate  self -regulatory  program." 

These  NYSE  rule  amendments  were  filed  with  the  SEC  on  March 
21,  1972.  The  SEC's  final  comment  was  given  shortly  thereafter.  The 
SEC  stated :  "We  have  previously  communicated  to  you  our  belief 
that  it  is  in  the  Exchange's  interest  that  member  firms  conduct  insur- 
ance operations  so  as  not  to  affect  adversely  their  responsibilities  to 
the  public  respecting  their  securities  business.  Accordingly,  we  have  no 
further  comment  on  the  proposed  amendments." 

The  NYSE  began  permitting  members  to  sell  life  insurance  on 
April  5, 1972. 

That  concludes  the  summary  of  the  case.  The  questions  and  issues 
which  the  case  raises  are  included  at  the  end  of  the  full  study. 

Senator  Williams.  Thank  you  very  much,  Mr.  Harris. 

(The  complete  case  study  on  life  insurance  sales  follows : ) 

Staff  Study  op  the  Decisions  Involved  in  Permitting  Member  Organizations 
OF  the  New  York  and  Midwest  Stock  Exchanges  To  Sell  Life  Insurance* 

The  first  report  of  the  Securities  Industry  Study  of  the  Senate  Subcommittee 
on  Securities  recognized  the  existence  of  certain  limitations  in  the  methodsi  and 
concept  of  self-regulation.^  As  a  means  of  providing  insight  into  the  decision- 
making process  within  the  self-regulatory  agencies  and  the  manner  in  wbich 
public  supervision  and  control  over  these  agencies  is  conducted  by  the  Securities 
and  Exchange  Commission  ("SEC"),  the  staff  of  the  Subcommittee  has  under- 
taken a  series  of  case  studies  focusing  upon  particular  policy  decisions  by  the 
self -regulatory  agencies  and  the  manner  of  their  review  by  the  SEC. 

The  following  case  study  examines  the  manner  in  which  rules  of  ttie  New  York 
Stock  Exchange  ("NYSE")  governing  the  sale  of  life  insurance  by  mem'ber  firms 
were  formulated,  the  manner  in  which  the  SEC  reviewed  and  approved  these 
rule  changes  and  the  contrast  between  the  approach  taken  by  the  NYSE  in  this 
area  and  that  taken  by  the  Midwest  Stock  Exchange  ("MSE").  The  focus  of 
the  study  is  on  the  NYSE.  This  is  not  because  its  regulatory  procedures  are  better 
or  worse  than  other  self -regulatory  agencies,  but  because  it  is  the  dominant 
institution  in  the  entire  scheme  of  self -regulation.^ 

Background 

Prior  to  1960,  the  NYSE  had  no  rule  limiting  the  types  of  businesses  in  which 
a  member  orgtanization  could  engage.  It  did,  however,  have  "a  practice"  of  so 
limiting  the  activities  of  member  organizations  and  their  affiliates.  In  1958,  the 
NYSE  member  firm  of  A.  G.  Edwards  &  Sons  requested  the  Exchange  to  approve 
its  formation  of  a  corporate  affiliate  to  engage  in  the  sale  of  life  insurance.  The 
NYSE  Board  of  Governors  in  laecordance  with  the  "practice"  denied  the  request, 
stating  :  "It  is  the  policy  of  the  Exchange  not  to  approve  corporate  affiliates  unless 
their  activities  are  in  the  securities  or  commodities  business." 

The  Edwards  application  was  a  harbinger  of  the  diversification  of  member 
firms  that  was  to  occur  in  the  1960's.  Apparently  recognizing  the  emergence  of 
this  trend,  the  NYSE  sought  to  develop  a  policy  with  respect  to  member  firm 


♦This  case  study  is  based  on  both  public  and  confidential  records  of  the  exchanges  and 
the  SBC  Citations  "are  given  only  to  public  records. 

1  Senate  Coram,  on  Banking,  Housing  and  Urban  Affairs,  92d  Cong.,  2d  Sess.,  Report  of 
Subcomm.  on  Securities  at  73  (Coram.  Print  1972). 

2  Id.  at  74-75. 


expansion  into  areas  other  thian  stocks,  bonds  and  commodities.  In  1959  and 
1960,  the  Exchange  conducted  a  comprehensive  study  of  the  activities  in  which 
its  member  firms  were  engaging.  The  study  disclosed  an  increasing  tendency  of 
member  firms  to  diversify  the  range  of  services  they  were  offering  to  the  public.^ 

In  an  apparent  response  to  the  results  of  the  study  and  a  growing  recognition 
in  the  member  firm  community  of  the  "advantages"  of  diversification,  in  May  of 
1960  the  Exchange  adopted  a  policy  of  approving  "reasonable"  proposals  of 
member  organizations  to  "engage,  either  directly  or  through  corporate  afliliates, 
in  activities  which  are  related  to  the  placement  and  protection  of  financial  re- 
sources." In  accordance  with  this  policy  the  Exchange  amended  Rule  318,  effec- 
tive May  2,  1960,  to  provide :  "Every  member  organization  shall  engage  primarily 
in  the  transaction  of  business  as  broker  or  dealer  in  securities  or  commodities. 
With  the  prior  approval  of  the  Exchange,  member  organizations  may  engage  in 
kindred  activities".* 

The  amendment  to  Rule  318  was  presented  to  the  staff  of  the  Commission  ap- 
proximately ten  days  prior  to  its  effectiveness.  The  staff  had  no  questions  or 
objections  to  the  amendment. 

The  purpose  of  Rule  318  appears  to  have  been  to  formalize  exchange  policy 
requiring  member  organizations  to  have  the  securities  business  as  their  principle 
activity  and,  while  indicating  that  a  degree  of  diversification  was  acceptable,  to 
make  clear  that  member  organizations  "are  expected  to  give  the  Exchange  their 
primary  loyalty."  The  materials  on  the  rule  filed  with  the  Commission  and  dis- 
tributed to*  members  did  not  contain  a  justification  of  the  prohibition  against 
member  firms  engaging  in  activities  which  are  not  "kindred"  to  the  securities 
business,  or  an  explanation  of  the  need  for  Exchange  approval  before  members 
may  engage  in  activities  which  are  "kindred."  Neither  the  rule  nor  the  accom- 
panying material  define  the  term  "kindred"  or  establish  criteria  to  be  flollowed 
by  the  Exchange  in  considering  whether  to  "approve"  an  activity  which  has 
been  found  to  be  "kindred." 

Under  Rule  318,  decisions  are  made  on  a  case-by-case  basis.  A  member  organi- 
zation wishing  to  engage  in  an  activity  other  than  the  buying  or  selling  of  secu- 
rities or  commodities  files  an  application  with  the  Exchange.  The  staff  reviews 
the  application  to  determine  if  the  proposed  activity  falls  within  what  it  con- 
siders to  be  the  "interpretive  guidelines"  laid  down  by  the  Board  of  Govemons 
in  prior  decisions.  If  the  activity  comes  within  the  guidelines,  the  staff  approves 
the  application.  If  it  does  not,  either  because  the  activity  is  believed  hot  to  be 
"kindred"  or  because  it  has  not  previously  been  approved,  the  staff  will  deny  the 
applications  subject  to  the  member's  right  to  bring  the  matter  before  the  Board. 

The  decisions  of  the  Board  of  Governors  and  the  staff  on  the  applications  made 
under  the  rule  are  filed  with  the  records  of  the  member  making  the  application, 
not  in  a  single  or  subject  matter  file.  There  is  no  statement  or  summary  available 
of  the  "interpretive  guidelines"  on  the  basis  of  which  applications  are  processed. 
Exchange  decisions  on  Rule  318  applications  are  not  made  public  or  filed  with 
the  Commission.  (Mr.  Gustave  Levy,  former  Chairman  of  the  NYSE,  has  recently 
stated  to  the  Subcommittee :  "The  term  'kindred'  business  as  used  in  the  NYSE 
Rule  318  has  been  the  subject  of  ad  hoc  decisions  by  Exchange  staff  which  are 
not  a  matter  of  public  record.")  ^ 

1965    NYSE   DECISION    ON    LIFE    INSURANCE    SALES 

The  Board  of  Governors  did  not  vote  on  the  status  of  life  insurance  sales  under 
Rule  318  until  1965.  During  the  period  between  the  adoption  of  the  rule  and  the 
Board  vote,  the  NYSE  staff  examined  the  question  in  a  series  of  internal 
memoranda. 

As  early  as  1961,  the  staff  appears  to  have  taken  the  position  that  Rule  318 
"clearly  contemplates  including  life  insurance  within  the  related  fields  that  mem- 
bers may  engage  in,"  and,  indeed,  had  been  "specifically  designed  to  embrace 
.  .  .  life  insurance."  The  staff  recognized,  however,  that  there  were  important 
considerations  on  both  sides  of  the  question  of  whether  the  sale  of  life  insurance 
should  be  "approved." 


3  Among  the  activities  in  whicli  member  organizations  were  engaging  were :  leasing  and 
operating  grain  elevators,  arranging  collateral,  malting  mortgage  and  insurance  loans, 
acting  as  financial  advisor  to  corporations,  performing  management  consultant  services, 
acting  as  real  estate  brokers,  and  counseling  on  stockholder  relations. 

*  Rule  318  was  further  amended  in  March  1970  and  now  provides  :  "The  primary  pur- 
pose of  every  member  organization  .  .  .  shall  be  the  transaction  of  business  as  broker  or 
dealer  in  securities.  With  the  prior  approval  of  the  Exchange,  member  organizations  may 
engage  in  any  activities  kindred  to  the  securities  business." 

^  Levy,  responses  to  question  7  of  the  Subcommittee's  institutional  membership 
questionnaire. 
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The  arguments  for  permitting  life  insurance  sales  included  : 

1.  It  would  enable  a  single  organization— i.e.,  the  member  firm— to  handle 
more  of  an  individual's  financial  matters. 

2.  It  would  assist  member  firms  to  increase  their  earnings  potential. 

3.  Life  insurance  being  supplementary  rather  than  competitive  with  securi- 
ties investments,  the  sale  of  life  insurance  would  be  a  natural  means  for 
member  firms  to  diversity. 

4.  The  securities  and  insurance  businesses  are  closely  allied,  particularly 
in  light  of  the  Supreme  Court  decision  that  a  variable  annuity  is  a  security. 

5.  By  selling  insurance,  member  firms  could  develop  reciprocal  business 
with  insurance  companies. 

The  arguments  against  permitting  life  insurance  sales  included: 

1.  Expansion  into  life  insurance  sales  might  divert  the  primary  attention 
of  member  organizations  and  their  registered  representatives  away  from 
the  securities  business,  resulting  in  a  decline  in  professional  standards. 

2.  Member  firms  and  the  Exchange  would  become  subject  to  a  new  group 
of  regulatory  requirements  and  agencies. 

3.  Registered  representatives  would  be  required  to  learn  a  new  business 
of  substantial  complexity  and  with  a  high  degree  of  regulation. 

4.  The  Exchange  would  have  to  assume  a  degree  of  responsibility — of 
some  sort — for  assuring  that  salesmen  carried  out  their  obligations  under 
applicable  regulations  and  professional  standards. 

5.  Large  life  insurance  companies — many  of  which  were  substantial  cus- 
tomers of  NYSE  member  organizations — would  resent  the  intrusion  into 
"their"  business  and  develop  an  antagonisitic  attitude  toward  the  NYSE. 

6.  Member  firm  sales  of  life  insurance  might  be  a  step  in  the  direction  of 
Exchange  membership  by  organizations  which  are  primarily  insurance  com- 
panies, i.e.,  institutional  membership. 

During  the  latter  part  of  1964  three  member  organizations  ( Dempsey-Tegeler 
&  Co.,  Inc..  D.  H.  Blair  &  Company  and  Janney,  Battles  &  E.  W.  Clark,  Inc.) 
requested  the  Exchange  to  approve  proposals  to  sell  life  insurance.  On  November 
5,  1964  members  of  the  Board  of  Governors  of  the  NYSE  were  sent  a  "draft 
memorandum"  from  the  staff  concerning  these  applications  and  the  broader 
implications  of  permitting  member  organizations  to  sell  life  insurance.  The 
replies  from  the  Governors  "persuaded"  the  staff  that  the  issue  "needed  further 
investigation."  On  April  2,  1965  the  members  of  the  Board  were  sent  a  revised 
version  of  the  memorandum  describing  the  proposals  of  the  petitioning  member 
firms,  summarizing  the  arguments  pro  and  con,  and  recommending  that  member 
organizations  "not  be  permitted  to  engage  in  the  sale  of  life  insurance."  On 
June  10,  1965  the  final  version  of  the  memorandum  containing  the  same  rec- 
ommendation was  sent  to  the  Advisory  Committee. 

On  June  16,  1965  the  Advisory  Committee  considered  the  staff  memorandum 
concerning  the  policy  of  the  exchange  toward  the  sale  of  life  insurance  by 
member  organizations  and  recommended  to  the  Board  that  such  sales  be  pro- 
hibited. The  Board  approved  the  recommendations  the  following  day. 

The  firms  applying  for  permission  to  sell  life  insurance  were  notified  of  the 
Board's  decision  and  told  that  the  conclusion  was  : 

.  .  .  based  on  a  belief  that  specialization  of  Exchange  firms  is  largely 
responsible  for  the  breadth  of  American  shareownership  and  the  health 
of  American  capital  markets,  and  that  continued  specialization  is  desir- 
able in  the  maintenance  of  the  quality  of  the  service  rendered  by  member 
firms  and  in  the  surveillance  of  member  organizations  by  the  Exchange. 
An  Educational  Circular  to  be  published  in  the  near  future  will  announce 
the  decision. 
On  July  28, 1965  the  NYSE  issued  a  circular  to  all  members  stating : 

The  Board  of  Governors  recently  reviewed  the  request  of  several 
member  organizations  who  desired  to  engage  in  the  sale  of  life  insur- 
ance. The  Board  was  of  the  opinion  that  it  is  currently  desirable  in  the 
maintenance  of  the  quality  of  the  service  rendered  by  member  organiza- 
tions and  the  surveillance  procedures  of  the  Exchange  for  member 
organizations  to  continue  and  strengthen  their  emphasis  on  securities 
marketing.  The  requests  to  enter  the  insurance  sales  field  were  there- 
fore denied.* 
The  NYSE  sent  a  copy  of  the  circular  to  the  Commission,  but  made  no  oflScial 
filing  with  the  Commission  under  Rule  17a-8  or  otherwise  because  it  believed 

«  NYSE  MF  Educational  Circular,  July  28,  1965. 
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"no  decision  was  taken  to  change  any  rule  or  stated  policy  of  the  Exchange  in 
this  matter." 

1969  MIDWEST    STOCK   EXCHANGE   DECISION    ON    LIFE   INSURANCE    SALES 

Prior  to  1969,  member  organizations  of  the  MSE  were  prohibited  from  selling 
life  insurance.  Rule  2  of  Article  XVI  of  the  MSE  Rules  provided  that  all  regis- 
tered representatives  of  member  organizations  "must  devote  full  time  to  the 
securities  business."  The  Exchange  could  disapprove  any  "incidental"  or  "sup- 
plementary" employment- 

In  June  of  1968,  the  MSE  sent  a  letter  to  a  cross-section  of  its  membership 
soliciting  their  views  on  the  desirability  of  permitting  member  organizations  to 
sell  life  insurance.  Although  the  survey's  "results  were  fairly  inconclusive,"  the 
MSE  was  reportedly  "constantly"  receiving  inquiries  from  its  smaller  members 
on  the  subject.  On  March  11, 1969  the  Board  of  Governors  engaged  an  independent 
consulting  firm  to  conduct  a  two-phase  study  to  determine  whether  and,  if  so, 
under  what  conditions  member  firms  should  be  able  to  sell  life  insurance. 

On  June  17,  1969,  the  consulting  firm  presented  to  the  MSE  Board  of  Governors 
the  findings  of  the  first  phase  of  its  study  concerning  the  feasibility  of  members 
engaging  in  the  life  insurance  business.  The  Board  then  : 

.  .  .  approved  the  concept  of  member  firms  being  permitted  to  engage 
in  the  sale  of  life  insurance.  The  staff  was  directed  to  advise  the  mem- 
bership of  the  thinking  of  the  Board,  and  the  fact  that  a  second  phase 
was  under  way  to  establish  the  standards  and  structure  for  selling 
life  insurance  within  member  firm  organizations. 

On  October  6,  1969,  the  Board's  Executive  Committee  approved  a  new  Article 
XXXI  to  the  MSE  rules,  permitting  member  organizations  to  sell  life  insurance. 
The  Board  of  Governors  approved  the  new  rules  the  next  day  and  directed  the 
staff  to  provide  a  full  explanation  of  the  insurance  program  to  be  implemented 
under  the  rules  to  the  MSE  membership. 

The  insurance  program  that  was  adopted  by  the  MSE  requires  member  firms 
to  obtain  Exchange  approval  of  the  "plan"  under  which  they  will  sell  life 
insurance,  to  file  periodic  reports  with  the  Exchange  describing  their  insurance 
transactions  and  to  qualify  all  salesmen  with  the  Exchange  through  an  ap- 
proved training  course  or  a  MSE-approved  examination.''  According  to  MSE 
President  Michael  E.  Tobin,  the  Exchange's  "goal"  is  "to  establish  under  our 
Rules  the  same  professional  standards  in  the  sale  of  life  insurance  that  our 
members  have  been  required  to  follow  in  the  sale  of  securities." 

On  October  8,  1969,  the  MSE  filed  with  the  Commission  the  new  Article  XXXI 
to  its  Rules  captioned  "Life  Insurance  as  an  Ancillary  Activity."  The  MSE 
stated :  "The  purpose  of  this  new  Article  is  to  provide  the  means  by  which 
member  organizations  will  be  able  to  offer  customers  life  insurance  in  a  program 
of  full  financial  services."  *  The  MSE  did  not  file  with  the  Commission  an 
explanation  or  description  of  the  regulatory  program  it  intended  to  establish 
to  oversee  life  insurance  sales.  In  a  letter  dated  November  5,  1969,  the  Com- 
mission advised  the  MSE  that  it  had  no  comments  with  respect  to  the  Exchange's 
proposal  except  the  following:  "We  assume  the  Exchange  will  continually  re- 
evaluate procedures  for  supervising  those  salesmen  who  will  be  selling  life  insur- 
ance with  a  view  to  providing  adequate  regulation  and  supervision  of  such 
empoyees,  all  in  accordance  with  the  Exchange's  responsibility  to  fufill  its 
self-regulatory  duties." ' 

On  October  14,  1971,  the  MSB  filed  with  the  SEC  modifications  to  Article 
XXXI  broadening  the  Exchange-established  qualification  requirements  for  per- 
sons engaged  in  the  solicitation  and  sale  of  life  insurance  i)olicies,  and  adding 
a  new  requirement  that  all  persons  selling  insurance  be  licensed  in  the  states 
in  which  they  operate.^"  In  a  letter  dated  November  8,  1971,  the  Commission 
indicated  it  had  no  comments  on  the  proposed  amendments." 

On  February  17,  1972,  the  MSE  filed  with  the  Commission  additional  amend- 
ments to  its  rules  "codifying"  many  of  its  regulatory  practices  relating  to  the 


■'For  a  fuller  description  of  the  program  see  MSE  Rules  1,  2  and  3  of  Art.  XXXI, 
and  letter  from  Lawrence  V.  Conway,  Vice  President.  MSE,  to  Sheldon  Rappaport,  Asso- 
ciate Director,  Dlv.  of  Tradinirand  Mkts.,  SEC,  Dec.  7.  1971. 

8  Letter  from  Frank  J.  Rothing,  Senior  Vice  President  and  Treasurer,  MSE,  to  Irving  M. 
Pollack.  Director,  Div.  of  Trading  and  Mkts..  SEC,  Oct.  8,  19fi9. 

*  Letter  from  Sheldon  Rappaport  to  Frank  ,T.  Rothing,  Nov.  5,  1969. 

"  Letter  from  Lawrence  V.  Conway  to  Irving  M.  Pollack,  Oct.  14,  1971. 

"  Letter  from  Martin  Moskowitz,  Assistant  Director,  Div.  of  Trading  and  Mkts.,  SEC, 
to  Lawrence  V.  Conway.  Nov.  8,  1971. 
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sale  of  life  insurance."  Included  among  the  Exchange  rule  ^^^^nges  were  an 
enumeration  of  permissible  and  prohibited  trade  practices  in  the  sale  of  life 
insurance  and  the  articulation  of  the  MSB's  criteria  for  approving  the  insurance 
carriers  with  which  its  members  can  deal.  The  SEC  stated  it  had  no  comments 
on  these  proposed  amendments." 

1971    NYSE   DECISION   TO   PERMIT  LIFE  INSURANCE   SALES 

The  question  of  whether  NYSE  members  should  be  allowed  to  sell  life  in- 
surance came  before  the  Board  of  Governors  again  in  early  1971.  By  this  time 
the  MSE  was  able  to  report  considerable  success  with  its  program,  stating  that 
its  member  organizations  had  during  the  first  year  of  the  program's  operation  sold 
more  than  $255  million  of  face-value  life  insurance.  (It  should  be  noted  that 
with  the  overlapping  jurisdiction  of  the  various  self-regulatory  agencies,  a  mem- 
ber of  the  NYSE  is,  as  a  general  rule,  subject  to  the  rules  of  that  exchange  re- 
gardless of  the  differing  rules  of  other  exchange  of  which  it  may  be  a  member. 
In  this  case,  therefore,  the  MSE's  rules  permitting  members  to  sell  life  in- 
surance affected  only  those  members  which  were  not  also  members  of  the 
NYSE.  MSE-only  members  thus  had,  or  so  it  was  argued,  a  competitive  ad- 
vantage over  firms  which  were  members  of  the  NYSE. ) 

On  January  7, 1971,  the  Association  of  Stock  Exchange  Firms  ("ASEF  ')  wrote 
to  the  NYSE  Board  of  Governors  urging  action  to  permit  the  sale  of  life  insur- 
ance by  NYSE  member  organizations.  The  ASEF  enclosed  an  October  1970  mem- 
orandum from  its  Committee  on  Life  Insurance  Sales  setting  forth  arguments  in 
favor  of  life  insurance  sales  by  member  firms.  The  memorandum,  which  was  based 
on  a  three-year  study  by  the  ASEF  Committee,  cited  increasing  customer  de- 
mand for  a  full  range  of  financial  services  and  the  need  for  NYSE  member  or- 
ganizations to  locate  new  sources  of  income,  to  diversify  their  public  services  and 
to  compete  effectively  for  customer  dollars  and  capable  sales  personnel.  The  ASEF 
also  noted  that  MSE  member  firms  had  been  i^ermitted  to  sell  life  insurance  and 
pointed  out  that  the  1969-1970  securities  industry  recession  emphasized  the  need 
for  member  firms  to  find  new  sources  of  income  and  to  diversify. 

Although  the  ASEF  proposal  was  originally  scheduled  to  be  considered  shortly 
after  its  submission,  the  Board  of  Governors  decided  to  postpone  its  considera- 
tion, apparently  on  the  ground  that  ".  .  .  consideration  of  the  sale  of  life  insur- 
ance should  be  deferred  until  the  larger  qu&stion  of  institutional  membership 
has  been  resolved,  so  that  the  decision  on  life  insurance  can  be  consistent  with 
whatever  position  is  taken  on  institutional  membership." 

By  November  1971,  however,  growing  member  firm  pressure  and  the  unfavor- 
able economic  condition  of  the  member  firm  community  forced  the  Board  to  take 
up  the  life  insurance  question  even  though  the  institutional  membership  question 
remained  unresolved. 

On  November  9  and  November  16,  1971,  the  Department  of  Member  Firms  for- 
warded to  the  Advisory  Committee  memoranda  recommending  that  the  Committee 
approve  in  principle  Exchange  rule  amendments  to  i^ermit  the  sale  of  life  insur- 
ance by  persons  qualified  to  sell  securities.  The  memoranda  outlined  the  Ex- 
change's previous  decisions  on  the  life  insurance  question,  summarized  the 
ASEF's  findings  and  recommendations  and  described  the  manner  in  which  the 
MSE  had  implemented  its  life  insurance  sales  program.  In  addition  to  presenting 
the  ASEF's  arguments  in  support  of  life  insurance  sales  by  NYSE  member  firms, 
the  staff  noted  that  financial  organizations  such  as  banks  and  insurance  com- 
panies had  diversified  their  activities  in  recent  years,  thereby  providing  increased 
competition  to  NYSE  member  firms.  The  only  argument  the  staff  presented  against 
permitting  members  to  sell  life  insurance  was  that  it  might  cause  increased  pres- 
sure from  the  life  insurance  companies  to  gain  Exchange  membership. 

No  reference  was  made  in  either  memorandum  to  the  reasons  for  the  Board's 
decision  in  1965  to  prohibit  the  sale  of  life  insurance  or  to  its  conclusion  at  that 
time  that  ".  .  .  it  is  currently  desirable  in  the  maintenance  of  the  quality  of  the 
service  rendered  by  member  organizations  and  in  the  surveillance  procedures  of 
the  Exchange  for  member  organizations  to  continue  and  strengthen  their  em- 
phasis on  securities  marketing." 

The  November  9  memorandum  included  the  following  comment : 

The  Exchange,  of  course,  has  a  duty  to  enforce  insofar  as  practical  its 
Constitution  and  Rules.  One  of  the  basic  objectives  of  the  Exchange 
Constitution  and  Rules,  and  of  the  Securities  Exchange  Act  of  1934  as 


^Letter  from  Lawrence  V.   Conway  to  Irving  M.   Pollack,   Feb.   17.   19J2 
« Letter  from  Martin  Moskowitz  to  Lawrence  V.   Conway,  March  27,   1972. 
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well,  is  to  maintain  high  standards  of  commercial  honor  and  integrity 
among  members  and  to  promote  just  and  equitable  principles  of  trade 
and  business.  Many  of  the  Exchange  rules  are  aimed  at  meeting  these 
objectives.  It  would  seem  that  fraudulent  or  other  improper  activity 
on  the  part  of  member  organizations  would  be  in  violation  of  these  con- 
cepts even  though  the  improper  activity  concerned  the  sale  of  insurance 
rather  than  securities.  Failure  of  the  Exchange  to  enforce  its  rules 
where  it  knew  or  should  have  known  of  the  improper  activity  could  give 
rise  to  legal  liability  on  the  part  of  the  Exchange.  However,  this  situation 
already  exists  with  respect  to  member  organization  activities  in  other 
non-securities  area  [sic]  ;  for  example,  commodities  and  real  estate  syn- 
dication activity.  Experience  in  these  non-securities  areas  has  not 
shown  any  serious  exposure.  The  staff's  inquiries  into  the  sale  of  life 
insurance  does  not  indicate  that  this  activity  should  be  exi)ected  to  give 
rise  to  significant  potential  exposure  to  the  Exchange. 

The  memorandum  then  outlined  three  possible  approaches  the  NYSE  could 
take  toward  regulating  sales  of  life  insurance  by  its  members:  (1)  follow  the 
approach  taken  by  the  MSE,  (2)  exercise  no  regulatory  oversight  and  (3) 
adopt  a  "middle  course." 

The  NYSE  staff  recommended  rejecting  the  approach  taken  by  the  MSE  to 
the  regulation  of  life  insurance  sales  by  member  firms.  Among  the  reasons  given 
were: 

[T]he  Exchange  staff  is  not  today  equipped  to  regulate  insurance 
activity.  Further,  there  is  a  question  as  to  whether  the  Exchange  should 
attempt  to  regulate  a  non-securities  activity  which  is  already  subject 
to  extensive  regulation  by  state  authorities.  In  addition,  it  is  doubtful 
that  Exchange  member  organizations  want  or  nee<l  the  kind  of  counsel- 
ing offered  by  the  MSE  to  its  members. 

The  staff  also  recommended  against  permitting  member  firms  to  sell  life  in- 
surance "without  qualification  or  limitation  of  any  kind",  since  "it  does  not 
appear  to  be  an  appropriate  initial  posture  in  the  absence  of  any  experience." 

As  a  compromise,  the  NYSE  staff  presented  a  third  approach,  based  on  a  re- 
quirement that  life  insurance  could  be  sold  only  by  persons  who  are  qualified 
NYSE  registered  representatives  and  have  been  licensed  under  applicable  in- 
surance laws.  In  favor  of  this  course  of  action  the  Depar'tment  of  Member 
Firms  argued : 

1.  It  would  provide  a  standard  which  would  be  required  of  member  firm 
personnel  without  incurring  the  expense  and  expanding  the  effort  necessary 
to  provide  the  regulatory  and  counseling  structure  provided  by  the  MSE; 

2.  It  would  extend  to  those  who  sell  life  insurance  the  same  standards 
required  for  NYSE  approval  of  registered  representatives,  including  the 
requirement  that  they  be  full  time  employees  of  their  member  organizations ; 

3.  It  would  assure  that  any  individual  selling  life  insurance  would  have 
at  least  a  minimal  knowledge  and  appreciation  of  the  securities  business  and 
its  products;   and 

4.  It  would  fit  into  the  plans  of  most  member  firms  to  offer  life  insurance 
by  their  pi"esent  registered  representatives. 

On  November  17,  1971,  the  Advisory  Committee  considered  the  staff  memo- 
randa and  recommended  that  the  Board  of  Governors  approve  "in  principle" 
amendments  to  certain  Exchange  rules  to,  permit  the  sale  of  life  insurance.  This 
recommendation  was  approved  by  the  Board  of  Governors  the  following  day. 

Because  Rule  318  permitted  the  Board  to  "approve"  kindred  activities,  mem- 
ber organizations  could  be  permitted  to  sell  life  insurance  without  a  vote  of  the 
membership  on  the  issue.  No  effort  was  made  to  solicit  comments  on  the  proposal 
from  members  or  the  public  generally. 

In  announcing  the  Board's  decision  on  November  18,  NYSE  President  Robert 
W.  Haack  stated  :  "Investor  needs  have  changed,  and  the  demand  is  growing  for 
a  wider  range  of  financial  services  available  at  one  source.""  Mr.  Haack  also 
noted  a  need  to  diversify  member  firms'  sources  of  income  in  the  face  of  rising 
costs  and  the  cyclical  nature  of  the  securities  business.  He  did  not  mention  the 
argimients  against  allowing  securities  firms  to  sell  life  insur'ance  nor  did  he 
explain — other  than  pointing  to  the  "needs"  of  investors  and  member  firms — 
why  the  Board  had  reversed  its  1965  decision. 

"  NYSE  Press  Release,  Nov.  18,  1971. 
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SEC  EEVIEW   OF   NYSE  LIFE  INSURANCE  PKOPOSALS 

On  November  19,  1971,  the  NYSE  filed  with  the  SEC,  pursuant  to  Securities 
Exchange  Act  Rule  17a-8,  "implementing  rules  under  which  member  organiza- 
tions may  engage  in  the  sale  of  life  insurance."  ''^  These  proposed  rules  took  the 
form  of  amendment  to  Exchange  Act  Rule  311  (requiring  a  member,  allied  mem- 
ber, approved  person  or  member  organization  to  report  to  the  Secretary  of  the  Ex- 
change if  it  became  the  suhject  of  certain  specified  legal  actions).  Rule  318.13 
(permitting  member  organizations  to  sell  life  insurance  "only  through  members, 
allied  members  or  registered  representatives  who  meet  the  licensing  or  other  re- 
quirements of  applicable  insurance  laws").  Rule  345.17  (H)  and  (I)  (requiring 
registered  representatives  and  ofiicers  to  agree  to  accept  compensation  in  connec- 
tion with  insurance  transactions  only  from  their  member  organization  and  to 
report  to  the  member  organization  and  the  Department  of  Member  Firms  if 
they  become  the  subject  of  certain  specified  legal  actions)  and  Rule  351  (re- 
quiring an  employee  of  a  member  or  member  organization  to  report  to  his  em- 
ployer if  he  has  been  or  becomes  the  subject  of  certain  specified  legal  actions). 
The  NYSE  justified  the  proposed  rules  as  follows : 

A  decision  to  permit  member  organizations  to  sell  life  insurance  is 
primarily  based  on  the  increasing  demand  of  customers  for  a  full-range 
of  financial  services,  the  need  for  member  organizations  to  diversify 
their  sources  of  income  in  the  face  of  rising  costs  and  the  cyclical  nature 
of  the  securities  business,  and  the  increasing  competition  for  savings 
dollars  and  competent  salesmen.^' 

The  materials  filed  with  the  Commision  did  not  contain  an  explanation  of  the 
NYSE's  plans  for  regulating  life  insurance  sales.  The  NYSE's  position  at  the 
time,  however,  was  that :  ".  .  .  we  do  not  plan  to  take  an  active  role  in  the  regu- 
lation of  life  insurance  as  we  consider  it  appropriate  to  defer  it  to  the  exi>erts  in 
the  field  that  is  the  various  state  insurance  commissioners." 

On  December  3,  1971,  Sheldon  Rappaport,  Associate  Director  of  the  Com- 
mission's Division  of  Trading  and  Markets,  replied  to  the  NYSE  17a-8  filing. 
Rappaport  did  not  raise  any  questions  concerning  the  fundamental  policy  change 
involved  in  allowing  NYSP]  member  organizations  to  sell  life  insurance.  He 
focused  instead  on  the  NYSE  plans  for  regulating  such  sales. 

The  Exchange,  as  part  of  its  self-regulatory  responsibilities,  requires 
securities  salesmen  to  have  a  minimum  standard  of  knowledge  about 
securities  laws  and  Exchange  rules  for  the  protection  of  investors.  The 
investing  public  has  come  to  expect,  and  the  Exchange  and  its  members 
advertise,  that  dealing  through  an  Exchange  member  helps  a.ssure  high 
standards  of  ethical  business  conduct  and  knowledge.  We  would  antici- 
pate similar  reliance  by  the  public  in  the  case  of  life  insurance  sales  by 
registered  representatives  of  member  firms. 

In  light  of  the  above,  would  you  comment  on  the  reasons  you  believe 
that  the  manifold  state  requirements  are  a  desirable  substitute  for  uni- 
form Exchange  entry  standards  .  .  .  and  inform  us  of  any  program  you 
may  have  to  insure  that  persons  selling  both  insurance  and  securities 
are  qualified  advisors. 

With  regard  to  continuing  regulation  of  insurance  sales,  you  state 
that  since  individuals  who  sell  life  insurance  must  also  be  qualified  to 
sell  securities,  such  persons  will  be  subject  to  the  investigative  and  other 
qualifioaition  requirements  and  other  rules  governing  conduct  as  apply  to 
members  and  registered  representatives.  We  do  not  understand  from  this 
the  extent  to  which  the  Exchange  plans  to  regulate  the  insurance  sales 
practices  of  these  persons.  Would  you  please  inform  us  of  the  program, 
including  standards  of  conduct,  which  you  are  develoinng  to  regulate 
insurance  sales  by  your  members." 

Rappaport  also  asked  for  an  explanation  of  the  record  keeping  requirements 
the  Exchange  would  establish  to  reflect  policies  sold  through  member  firms  and 
the  compensation  received  by  member  firms  or  their  registered  representatives, 
the  safeguards  the  NYSE  would  erect  to  prevent  undesirable  insurance  prac- 
tices such  as  "twisting"    (i.e.,  improperly  advising  a  customer  to  replace  an 


^  Letter   from   David   D.    Huntoon,    Assistant   Vice   President   and   Associate    Director, 
NYSE,  to  Irving  M.  Pollack,  Nov.  19,  1971. 

"  Letter  from  Sheldon  Rappaport  to  David  D.  Huntoon,  Dec.  3,  1971. 
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existing  policy  with  a  new  one)  and  the  methods  the  Exchange  would  employ  to 
prevent  improper  representations  to  induce  life  insurance  sales. 

As  previously  noted,  the  MSE's  approach  to  the  regulation  of  the  sale  of 
life  insurance  by  its  member  oganizations  was  substantially  different  from  that 
proposed  by  the  NYSE.  Apparently  because  of  this  difference,  the  Commission 
felt  it  would  be  valuable  to  obtain  the  MSE's  reaction  to  the  NYSE's  proposal. 
Accordingly,  a  copy  of  Rappaport's  December  3  letter  was  forwarded  to  the  MSE 
with  a  request  for  its  comments.  No  other  organizations  were  asked  to  comment, 
and  the  NYSE's  filing  was  not  at  this  time  made  public. 

On  December  10,  1971,  Lee  D.  Arning,  Senior  Vice  President  of  the  NYSE, 
replied  to  Rappaport's  December  3  letter.  In  response  to  the  maJor  issue  raised 
by  the  SEC— the  need  for  exchange  established  standards  and  regulations— 
Arning  stated : 

First  let  me  say  that  prior  to  adopting  these  rules  the  Exchange  care- 
fully considered  questions  similar  to  the  ones  raised  in  your  letter.  It 
was  because  of  these  concerns  that  it  was  decided  that  no  person  could 
engage  in  the  sale  of  life  insurance  with  a  member  organization  unless 
he  first  had  been  tlioroughly  investigated  and  had  met  the  Exchange 
standards  as  to  training  and  examination  applicable  to  members,  allied 
members  and  registered  representatives.  In  effect,  this  means  that  those 
who  sell  insurance  through  our  member  organizations  must  meet  the 
standards  of  the  Exchange  plus  the  appropriate  state  standards — albeit 
a  double  standard.^^ 
Arning  went  on  to  state  that  the  NYSE  did  not  foresee  the  need  for  additional 
record  keeping  requirements  "other  than  memorandum  records  for  such  pur- 
poses as  the  firms  may  desire"  and  that  the  Exchange  had  been  informed  "that 
the  major  states  (in  population  and  insurance  sales)  have  sipecific  requirements 
witjh  respect  to  disclosure  when  one  policy  is  being  sold  to  replace  another 
which  would  prevent  the  practice  of  "twisting".  He  concluded :  "We  trust  that 
this  letter  answers  your  questions  and  will  enahle  you  to  give  us  a  response  in 
time  for  our  Policv  Meeting  on  December  16th." 

On  December  16, 1971,  Rappaport  advised  Arning  that  the  NYSE's  December  10 
letter  was  "not  sufficiently  responsive  to  the  questions  in  our  letter  of  Dec- 
ember 3,  1971  to  enable  us  to  satisfactorily  comment  on  your  proposal  to  permit 
member  firms  to  sell  life  insurance.  You  indicate  that  you  recognize  the  need, for 
continuing  oversight  and  review  of  member  organization's  experience  in  the  sale 
of  life  insurance,  but  you  have  not  at  this  time  developed  any  specific  regulatory 
program  to  qualify  persons  to  sell  life  insurance  or  to  regulate  this  activity.  We 
see  no  objection  to  your  members  undertaking  this  new  activity,  but^our  concern 
is  with  the  accompanying  oversight  program  which  may  be  required."  " 

Rappaport  called  attention  to  a  letter  from  the  ]MSE  dated  December  7,  1971, 
commentiug  on  the  NYSE's  proposal  and  outlining  the  MSE's  insurance  regula- 
tory program.  "As  you  will  see,  that  exchange  deemed  it  essential  for  their 
proper  regulatory  control  to  require  successful  completion  of  their  training  pro- 
gram before  their  member  personnel  can  sell  life  insurance." 

On  January  7,  1972,  Arning  wTOte  "to  expand"  the  NYSE's  reply  to  Rappa- 
port's question  and  request  his  "final  comments".^" 

In  the  period  of  several  years  in  which  the  question  of  the  sale  of  life 
insurance  by  member  organizations  was  examined,  considerable  back- 
ground work  has  been  performed.  For  example,  discussions  have  been 
held  with  major  insurance  companies,  prime  general  agents  and  with 
Insurance  Commissioners.  In  this  period  we  have  learned  much,  and  if 
our  advisors  have  the  knowledge  that  we  believe  them  to  possess,  the  sale 
of  life  insurance  by  our  members  should  not  present  unusual  regulatory 
problems. 
Arning  went  on  to  state :  "We  conclude  that  a  very  substantial  investment  will 
be  made  in  the  member  community  by  both  the  insurance  companies  and  our 
members  to  develop  a  fully  skilled  insurance  sales  force."  "We  believe  tlie  train- 
ing requirements,  supervision  and  overall  financial  expertise  develoi^ed  by  quali- 

18  Letter  from   Lee   D.   Arning,    Senior   Vice   President,    NYSE,    to   'Sheldon    Rappaport, 

^5' Letter  from   Sheldon  Rappaport  to  Lee  D.   Arning    Dee    16    1971. 
20  Letter  from  Lee  D.  Arning  to  Sheldon  Rappaport,  Jan.  7,  197-i. 
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fled  registered  representatives  of  this  Exchange  prepare  thesie  persons  in  a  gen- 
eral way  to  sell  insxirance." 
As  for  the  MSE's  position,  the  NYSE  commented  as  follows  : 

With  regard  to  the  letter  you  received  from  the  Midwest  Stock  Ex- 
change in  response  to  your  solicitation,  we  do  not  disagree  with  the 
stated  objectives  of  their  rules  relating  to  the  sale  of  life  insurance.  The 
protection  of  public  customers  and  the  elevation  to  the  level  of  com- 
petence of  securities  salesmen  are  certainly  laudable  goals,  and  any 
steps  which  materially  advance  us  toward  them  are  certainly  justified. 

However,  the  establishment  of  valid  goals  is  not  in  and  of  itself  suffi- 
cient to  justify  the  establishment  of  rules  by  a  self -regulatory  body. 
Those  rules  must  stand  on  their  own  feet,  in  that  they  must  be  demon- 
strably necessary  and  effective.  We  are  not  convinced  that  the  rules 
established  by  the  Midwest  Stocli  Exchange  meet  this  test.  As  noted 
above,  we  believe  the  Commission  should  satisfy  itself  that  the  sale  of 
life  insurance  without  a  program  of  the  type  described  by  the  Midwest 
Stock  Exchange  is  consistent  with  the  public  interest  We  believe  that 
it  is. 

Arning  closed  by  requesting  the  SEC's  further  comments  in  time  for  the 
Policy  Board  Meeting  on  January  20,  15)72. 

Rappaport  responded  to  the  NYSE's  January  7  letter  on  February  1,  1972, 
reiterating  that  the  Commission  had  no  objection  "in  principle"  to  the  sale  of 
life  insurance  by  NYSE  member  firms.  He  went  on  to  state  that  the  Commission 
believed  "that  an  adequate  self-regulatory  program  should  be  pi-esented  before 
the  Exchange  permits  its  members  to  proceed  with  this  new  activity."  ^  Such 
a  program  would  include :  "Exchange  established  training  standards  insuring  a 
uniform  minimum  level  of  expertise,  rules  requiring  aequate  recordkeeping  to 
facilitate  Exchange  surveillance,  and  uniform  standards  designed  to  help  assure 
financial  responsibility  of  insurance  companies  whose  policies  your  members  will 
sell."  Rappaport  offered  the  assistance  of  the  SEC  staff  in  tlie  development  of  the 
NYSE  program. 

On  February  8,  1972,  Aming  sent  a  memorandum  to  the  Advisory  Co'mmittee 
on  the  question  of  whether  the  NYSE  should  "establish  a  program  for  regula- 
tion of  life  insurance  by  memiber  organizations."  He  pointed  out  that  "in  recog- 
nition of  the  extensive  state  regulation  of  life  insurance,  [the  Exchange  had 
decided]  not  to  involve  itself  in  regulation  aspects  of  the  sale  of  life  insurance." 
He  then  went  on  in  referring  to  the  SEC's  February  1  letter  to  state : 

An  extensive  self -regulatory  program  appears  to  be  the  Commission's 
direction — modeled  in  part  at  least  on  the  views  of  the  Midwest  Stock 
Exchange.  Since  the  New  York  Stock  Exchange  has  no  expertise  in  this 
area,  assistance  and  personnel  would  have  to  be  acquired.  This  aspect 
was  recognized  in  the  initial  Board  of  Governors  review,  and  the  decision 
was  made  at  that  time  that  this  route  was  not  desirable. 

Without  making  a  recommendation,  Arning  posed  the  following  question  for 
discussion :  "In  view  of  the  SEC  response  to  the  proposed  rule  changes— should 
the  Exchange  develop  a  self-regulatory  life  insurance  program?" 

On  February  17,  1972  Arning  sent  a  proposed  revision  of  Rule  318.13  to  the 
Board  of  Governors.  He  stated :  "Preliminary  discussions  yesterday  with  Mr. 
Rappaport  indicate  that  the  rule  draft  appears  generally  satisfactory  to  him, 
but  must,  of  course,  be  cleared  with  the  Commission. 

Under  the  revised  rule,  every  member  firm  would  be  required  to  maintain  a 
file  available  for  Exchange  inspection,  describing  its  supervisory  and  surveillance 
program  for  insurance  sales  and  disclosing  its  sales  record.  In  addition,  member 
firms  would  be  required  to  report  to  the  NYSE  the  name  of  each  person  through 
whom  the  firm  sells  insurance,  the  training  received  by  each  salesman,  every 
state  in  which  each  salesman  is  licensed  to  sell  insurance  and  the  names  of  the 
life  insurance  companies  which  each  salesman  is  licensed  to  represent.  The  re- 
vised rule  did  not  provide  for  Exchange-established  training  standards  for  reg- 
istered representatives  selling  life  insurance  or  for  Exchange-established  stand- 
ards to  help  assure  that  the  insurance  companies  with  which  member  organiza- 
tions dealt  were  of  a  high  degree  of  financial  responsibility. 

On  March  16,  1971,  the  Advisory  Committee  recommended  that  the  Board  of 
Governors  give  "final  approval"  to  the  various  rule  changes  that  had  been  pro- 
posed in  connection  with  the  life  insurance  program,  including  tlie  February  17 


"Letter  from  SheUlon  Rappaport  to  Lee  D.  Arning,  Feb.  1,  1972. 
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revision  of  Rule  318.13.  The  Board  approved  the  recommendation  the  following 
day. 

The  "series  of  rule  changes  to  accomplish  the  permissive  sale  of  life  insur- 
ance" was  filed  with  the  SEC  on  March  21,  1972  together  with  a  draft  of  the 
circular  describing  the  program  which  was  to  be  distributed  to  members.^  On 
March  29,  1972,  Rappaport  replied  to  the  March  21  flUng  as  follows :  "We  have 
previously  communicated  to  you  our  belief  that  it  is  in  the  Exchange's  interest 
that  member  firms  conduct  insurance  operations  so  as  not  to  affect  adversely  their 
responsibilities  to  the  public  respecting  their  securities  business.  Accordingly, 
we  have  no  further  comment  on  the  proposed  amendmemts."  ^ 

The  NYSE's  life  insurance  program,  as  filed  with  the  SEC  on  March  21,  1972, 
went  into  effect  on  April  5, 1972. 

QUESTIONS   RAISED   BY    SENATOR   HARRISON    A.    WILLIAMS,    JR.,    REGARDING    THE   NYSE 

PROPOSAL 

On  November  23,  1971,  four  days  after  the  proposed  rule  modifications  had 
been  submitted  to  the  SEC,  Senator  Harrison  A.  Williams,  Jr.  (D-N.J.),  wrote 
to  Ralph  D.  DeNunzio,  Chairman  of  the  Board  of  the  NYSE,  raising  several 
basic  issues  about  the  policy  implications  of  the  Board  of  Governors'  decision  to 
permit  the  sale  of  life  insurance  by  member  firms.^  Among  other  matters.  Sen- 
ator Williams  posed  the  following  questions : 

1.  Would  the  NYSE  permit  member  firms  to  enter  into  arrangements  to 
market  the  policies  of  only  one  life  insurance  company,  and,  if  so,  would 
these  arrangements  conflict  with  a  member  firm's  obligation  to  recommend 
the  best  investment  to  its  customers? 

2.  Would  the  NYSE  approve  of  a  member  firm  acting  exclusively  for  a 
particular  insurance  comi>any  in  the  purchase  and  sale  of  securities? 

DeNunzio  replied  to  Senator  Williams'  questions  on  December  16,  1971.^®  He 
stated  that  the  Exchange  did  not  plan  to  concern  itself  with  whether  member 
organizations  marketed  the  policies  of  only  one  life  insurance  company.  "[S]uch 
arrangements  are  entered  into  by  securities  firms  with  respect  to  the  shares  of 
one  mutual  fund  or  group  of  funds.  We  assume  that  if  this  practice  were  question- 
able with  resi)ect  to  the  sale  of  mutual  fund  shares  it  would  have  been  the  subject 
of  a  ruling  by  the  SEC  or  other  securities  regulatory  authorities." 

As  for  the  Senator's  second  question.  DeNunzio  stated  that  the  NYSE  had  no 
objection  to  a  member  firm  acting  as  sole  agent  for  an  insurance  company  in  the 
purchase  and  sale  of  securities.  He  indicated  that  the  NYSE  expected  such  rela- 
tionships to  develop  between  those  member  organizations  and  insurance  com- 
panies which  establish  an  exclusive  arrangement  with  respect  to  the  sale  of  life 
insurance,  nnd  saw  "no  inherent  evil  in  this  tendency," 

On  February  8,  1972,  Senator  Williams  again  wrote  to  DeNunzio  to  express  his 
concern  over  the  NYSE's  view  that  insurance  companies  would  probably  give 
their  brokerage  business  to  those  member  firms  which  sell  their  life  insurance 
and  that  there  was  "no  inherent  evil  in  this  tendency."  ^  He  pointed  out  that  the 
SEC,  in  its  recent  statement  on  the  future  of  the  securities  markets,  had  strongly 
condemned  the  use  of  reciprocal  portfolio  brokerage  to  reward  brokers  for  selling 
mutual  fund  shares. 

I  assiune  that,  in  light  of  this  policy  determination  by  the  Commission, 
the  Exchange  will  now  re-examine  its  position  with  respect  to  the  anti- 
competitive reciprocal  relationships  with  life  insurance  companies,  and 
will  consider  how  such  reciprocal  arrangements  could  be  effectively 
prohibited  in  the  event  it  is  decided  to  go  ahead  with  the  plan  to  permit 
member  firms  to  sell  life  insurance. 

DeNunzio  replied  on  February  18, 1972,  stating : 

The  staff  of  the  Commission  has  pointed  out  the  question  of  portfolio 
commissions  in  this  area,  noting  the  Commission's  comment  recently  in 
the  mutual  fund  area.  We  are  discussing  with  them  how  this  will  be 
handled,  and  I  believe  we  will  provide  comment  on  this  point  in  our 
announcement  circular  when  and  if  our  Board  approves  the  sale  of 
life  insurance."' 


23  Letter  from  Lee  D.  Arnlnfr  to  Sheldon  Rappaport,  March  21,  1972. 
23  Letter  from  Sheldon  Rappaport  to  Lee  D.  Arning,  March  29,  1972. 
2*  Letter  from  Senator  Harrison  A.  Williams,  Jr.,  to  Ralph  De  Nunzio,  Chairman  of  the 
Board,  NYSE,  Nov.  2.-?,  1971.  _        ^„    ^„„^ 

26  Letter  from  R.  De  Nunzio  to  Senator  Harrison  Williams,  Jr..  Dec.  16.  1971. 
2«  Letter  from  Senator  Harrison  A.  Williams,  Jr.,  to  Ralph  De  Nunzio,  Feb.  8,  1972. 
="  Letter  from  Ralph  De  Nunzio  to  Senator  Harrison  Williams,  Jr.,  Feb.  18,  1972. 
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The  announcement  circular  when  it  was  distributed  in  April  contained  no  dis- 
cussion of  the  problem  of  reciprocal  arrangements  between  brokers  and  life 
insurance  companies.  Neither  the  NYSE  nor  the  SEC  appear  to  have  taken  any 
steps  to  deal  with  the  fiduciary  and  competitive  dangers  identified  by  Senator 
Williams. 

ISSUES    AND    QUESTIONS 

Scope  of  Self -Regulatory  Responsibility 

The  MSE  implemented  an  extensive  program  for  regulating  the  sale  of  life 
insurance  by  its  members.  The  NYSE  has  opposed  the  development  of  such  a 
"self-regulatory  insurance  program,"  preferring  to  rely  primarily  on  state 
insurance  regulation.  The  Commission's  view  a.s  to  the  scope  of  self-regulatory 
responsibility  in  this  area  appears  to  be  closer  to  the  MSE's  position  than  to 
the  NYSE's. 

What  standards  have  the  MSE,  the  NYSE  and  the  Commission  used  in 
reaching  their  respective  positions  on  the  scope  of  self-regulatory  responsi- 
bility for  the  sale  of  life  insurance? 

What  is  needed  in  the  way  of  personnel  and  training  for  an  exchange 

to  operate  a  full  blown  self-regulatory  program  for  life  insurance  sales? 

What  statutory  justification  is  there  for  an  exchange  taking  on  the 

regulation  of  the  insurance  activities  of  its  members? 

In  1961  Mr.  Keith  Funston  remarked:  "Any  member  of  the  New  York 

Stock  Exchange  is  responsible  to  the  Exchange  for  the  performance  of  just 

and  equitable  principles  of  trade  in  any  line  of  business  in  which  he  is 

engaged."  ^ 

Is  this  still  the  position  of  the  NYSE? 
Do  the  MSE  and  the  Commission  agree  with  Mr.  Funston? 
What  stajidards  should  be  used  in  defining  generally  the  scope  of  an 
exchange's  responsibility  for  the  non-securities  activities  of  its  members? 
Should  the  Commission  decide  the  issue  of  the  proper  scope  of  self-regula- 
tory authority  or  should  the  matter  be  left  to  indiviual  exchanges?  Is  there 
a  need  for  legislative  resolution  of  the  issue  ? 

Self-Regulatory  Decision  Making 

NYSE  Rule  318  contains  no  standards  to  guide  determinations  of  what  is  a 
"kindred"  activity  or  what  "kindred"  activities  should  be  "approved."  The  case 
by  case  decision  making  which  the  rule  calls  for  is  administered  largely  through 
an  "oral  tradition"  with  no  centralized  filing  or  written  compellation  of 
decisions. 

In  1971  when  the  NYSE  Board  of  Governors  reversed  its  1965  position  and 
decided  to  permit  the  sale  of  life  insurance,  the  NYSE  did  not  explain  what 
changes  had  taken  place  to  justify  the  change,  and,  indeed,  did  not  even  address 
itself  to  the  primary  reason  for  tlie  1965  position — i.e.  assuring  high  standards 
of  professional  service  and  responsibility. 

In  neither  1965  nor  1971  did  the  NYSE  obtain  a  vote  of  members  or  request 
public  comments  before  reaching  a  decision  on  tlie  insurance  question. 

In  the  absence  of  written  standards,  what  means  does  the  NYSE  employ  to 
insure  that  its  decisions  under  Rule  318  are  consistent  and  not  based  on 
personal  considerations  and  motivations? 

What  standards  were  used  by  the  NYSE  in  reaching  its  1965  decision 
and  in  reversing  that  decision  in  1971?  Were  there  any  significant  changes 
in  external  conditions  during  this  period? 

What  steps  were  taken  by  the  NYSE  to  assure  interested  persons  an 
opportimity  to  have  an  input  into  the  decision  on  life  insurance? 
Although  the  MSE  did  solicit  comments  from  its  members  on  the  proposal  to 
permit  life  insurance  sales,  it  did  not  publicly  articulate  the  basis  or  purpose  of 
establishing  a  full-fledged  insurance  regulatory  program.  In  filing  its  proposed 
rules  with  the  Commission,  the  MSE  did  not  set  out  the  regulatory  program  that 
would  be  established  imder  those  rules. 

What  standards  were  used  by  the  MSE  in  reaching  its  decision  to  estab- 
lish a  full  regulatory  program  ? 

Why  was  no  information  on  this  program  filed  with  the  Commission? 
The  Supreme  Court  pointed  out  in  the  Silver  case  that  the  exchanges  have 
been  delegated  "governmental  power."  ^  More  recently  the  Fiftli  Circuit  has 

2*  Testimony  at  hearings  before  a  siibcomniittee  of  the  House  Committee  on  Interstate 
and  Foreign  Commerce  on  H.J.  Res.  438.  87th  Cong.,  1st  Sess.,  p.  108  (1961). 

<»  Silver  v.  New  York  Stock  Exchange,  373  U.S.  341  at  371  (1963)  ;  See  also  Report  of 
Special  Study  of  the  Securities  Marlcets,  Vol.  4  at  693-698,  and  711-713  (1963). 
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held:  "The  intiinate  involvement  of  the  exchanges  with  the  Securities  and 
Exchange  Commission  bring  them  within  the  purview  of  the  Fifth  Amendment 
controls  over  governmental  due  process."  ^ 

What  procedures  should  the  exchanges  employ  in  making  significant 
policy  determinations  ? 

Should  exchanges  be  required  to  give  notice  and  opportunity  for  public 
comment  before  making  policy  determinations  ? 

Should  exchanges  be  required  to  give  a  public  statement  of  the  basis 
and  purpose  of  their  policy  determinations? 

Should  the  Securities  Exchange  Act  of  1934  be  amended  to  prescribe 
minimum  procedural  formalities  (e.g.,  similar  to  those  in  the  Administra- 
tive Procedure  Act)  to  be  followed  by  the  exchanges  in  making  signifi- 
cant policy  determinations  ? 

Commission  Procedure  for  Reviewing  Exchange  Rule  Changes 

The  Commission's  review  of  the  NSYE's  proposal  to  permit  members  to  sell 
life  insurance  took  nearly  four  and  one  half  months  and  involved  an  exchange 
of  eight  letters  and  at  least  one  meeting.  Apart  from  a  request  for  comments 
from  the  MSE,  this  "bargaining"  process  was  conducted  entirely  in  secret  with  no 
opportunity  for  public  input  into  the  decision-making  process  or  public  scrutiny 
of  the  basis  for  the  final  decision. 

Was  anyone  other  than  the  MSE  interested  in  the  Commission's  dci,'ision  on 
the  NYSE's  insurance  proposal? 

Should  there  have  been  notice  and  opportunity  for  public  comment? 
Should  there  have  been  a  public  hearing? 

Should  the  correspondence  with  the  NYSE  have  been  made  public? 
What  are  the  Commission's  procedures  for  reviewing  significant  changes 
in  the  rules  of  the  various  stock  exchanges? 

Should  the  Commission  develop  more  "formal"  procedures  for  reviewing 
exchange  rules  ?  ^^ 

Articulation  of  Commission  Policy 

In  their  letters  of  December  16,  1971  and  February  1,  1972,  the  staff  indicated 
that  the  Commission  had  "no  objection"  to  NYSE  member  firms  selling  life 
insurance,  its  sole  concern  being  with  the  "accompanying  oversight  program 
which  may  be  required."  The  Commission  has  stated  that  indicating  "no  objec- 
tion" is  "anything  but  a  'definitive'  determination  'dealing  with  the  merits'  of 
the  Exchange's  rule  amendments."  ^  However,  apart  from  stating  that  it  had 
"no  objection",  the  Commission  did  not  express  itself  on  the  impact  of  life  in- 
surance sales  by  member  firms  on  the  protection  of  investors  or  the  public  interest ; 
it  did  not  request  the  NYSE  to  address  itself  to  these  issues  or  to  explain  the 
reasons  for  the  reversal  of  its  previous  policy ;  and  it  did  not  express  itself  on 
nor  did  it  request  the  NYSE  to  address  itself  to  the  reasons  member  firms  could 
now  be  permitted  to  sell  insurance  but  were  still  prohibited  from  engaging  in 
"non-kindred"  activities  and  "kindred"  activities  which  had  not  been  "approved." 
The  Commission  had  taken  essentially  the  same  "no  objection"  approach  to  the 
MSE's  life  insurance  proposal. 

Should  there  have  been  public  articulation  by  the  Commission  of  the  policy 
implications  of  and  justifications  for  removing  the  restrictions  on  member 
firms'  ability  to  sell  life  insurance? 

Should  the  Commission  have  made  findings  regarding  the  impact  on 
the  protection  of  investors  and  the  public  interest  of  allowing  member 
firms  to  .sell  life  insurance? 

Should  the  Commission  have  required  the  MSE  and  the  NYSE  to 

articulate  the  reasons  for  their  decision  to  permit  the  sale  of  insurance? 

Should  the  Exchange  Act  be  amended  to  require  the  Commission  to 

make  an  affirmative  or  negative  decision  on  exchange  rule  changes  of 

the  importance  of  the  insurance  proposal? 

Without   a    written    Commission    opinion    articulating    its    findings    and 

reasons  in  passing  on  exchange  rule  changes  of  the  importance  of  the  NYSE's 

insurance  proposals,  how  can  the  Congress  evaluate  the  adequacy  of  the 

Commission's  review  and  oversight  procedures? 

«"  Intercontinental  Industries  v.  American  Stock  Exchange. 

31  Sefi  generally,  Informal  Bargaining  Process:  An  Analysis  of  the  8 EC's  Regulation  of 
the  New  York  Stock  Exchange.  80  Yale  L..T.  811  (1971). 

^  SEC.  Memorandum  in  Support  of  the  Respondent's  Motion  to  Dismiss  Petition  for 
Review.  Independent  Iwvestor  Protective  League  v.  Securities  and  Exchange  Commission 
(Nov.  1971). 
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Commission  Handling  of  Divergent  Regulatory  Approaches 

The  MSE  and  the  NYSE  took  sharply  differing  views  toward  their  self-regula- 
tory responsibility  with  respect  to  members'  sales  of  life  insurance.  This  dis- 
agreement is  important  to  the  public  because  of  the  danger  that  self-regulatory 
responsibility  may  be  defined  too  narrowly.  It  is  also  important  to  exchange 
members  because  of  the  competitive  disadvantages  at  which  those  subject  to 
more  stringent,  and  expensive,  regulatory  requirements  may  be  placed. 

Why  did  the  Commission  decide  to  leave  this  disagreement  unresolved? 

Does  the  Commission  have  the  authority  to  establish  a  uniform  pat- 
tern for  self-regulatory  oversight  of  life  insurance  sales  by  member  firms  ? 
Is  there  a  need  for  "equal  regulation"  of  the  sale  of  life  insurance  by 
member  firms  ? 

Should  there  have  been  a  hearing  directed  toward  resolving  the  dis- 
agreement between  the  MSE  and  the  NYSE?  If  so,  what  procedural  rights 
should  the  parties  have  had  ? 

Could  the  MSE  have  obtained  judicial  review  of  the  Commission's 
"non-objection"  to  the  NYSE  program  for  insurance  regulation? 
Is  the  Commission's  failure  to  bring  a  uniform  regulatory  pattern  for 
insurance  sales  consistent  with  the  Special  Study  characterization  of  its 
role  as  one  of  fostering  "an  orderly  and  coherent  regulatory  scheme"  ?  ^ 

Adequacy  of  Commission  Authority 

The  staff's  letter  of  February  1,  1972  spells  out  the  Commission's  view  of  the 
structure  of  "an  adequate  self-regulatory  program"  for  the  sale  of  life  insurance 
by  member  firms.  The  program  the  NYSE  eventually  adopted  deviates  signifi- 
cantly from  the  Commission's  view. 

Why  did  the  Commission  fail  to  require  the  NYSE  to  adopt  "an  adequate 
self-regulatory  program"  ? 

Does  the  Commission  believe  it  is  necessary  or  appropriate  in  the 
public  interest  or  for  the  protection  of  investors  for  the  NYSE  to  adopt 
an  insurance  regulatory  program  embodying  the  elements  explained  in 
the  staff's  February  1, 1972  letter? 

Does  the  Commission  have  the  authority  to  review  and  require  changes 
in  stock  exchange  rules  relating  to  life  insurance  sales? 

Does  the  Commission  lack  effective  power  to  require  or  prohibit 
changes  in  exchange  rules  generally? 

Would  the  Commission's  action  in  handling  the  NYSE's  insurance 
proposal  have  been  different  if  it  had  had  the  power  to  require  or 
prohibit  the  adoption  of  any  rule  in  accordance  with  the  recommenda- 
tions in  the  Unsafe  and  Unsound  Practices  reports?  ^* 
Do  the  exchanges  have  authority  over  the  activities  of  their  members 
which  is  not  subject  to  Commission  oversight?  Should  the  Commission's 
oversight  be  coextensive  with  the  rule  making  i)ower  of  the  exchanges? 

Self-Regulatory  Initiative 

In  his  November  23,  1971  letter.  Senator  Williams  expressed  the  concern  that 
permitting  NYSE  member  firms  to  enter  into  arrangements  for  the  exclusive 
marketing  of  one  insurance  company's  policies  might  compromise  their  obligation 
to  recommend  to  their  customers  suitable  investments,  free  of  external  influences 
or  conflicts  or  interests.  In  response,  the  NYSE  stated  that  it  would  not  "inter- 
pose itself  between  member  firms  and  insurance  companies"  wishing  to  establish 
exclusive  marketing  arrangements  for  insurance  sales.  The  NYSE  justified  its 
position  by  pointing  out  that  similar  arrangements  existed  for  the  sale  of  mutual 
funds,  and  that,  if  such  arrangements  were  "questionable",  they  would  have 
"been  the  subject  of  a  ruling  by  the  SEC  or  other  securities  regulatory 
authorities." 

Did  the  NYSE  have  a  responsibility  to  assure  itself  that  arrangements  for 
the  exclusive  marketing  of  a  particular  company's  life  insurance  policies 
are  consistent  witli  its  members'  obligations  to  their  customers? 

Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commis- 
sion has  not  made  a  "ruling"  on  exclusive  marketing  arrangements  the 
practice  is  not  "questionable"? 

Control  of  Anti-Competitive  Practices 

Senator  Williaims  wrote  to  the  NYSE  on  February  8,  1972  pointing  out  that 
arrangements  for  the  allocation  of  brokerage  commissions  by  insurance  com- 

="  Report  of  the  Special  Study  of  the  Securities  Markets,  Vol.  4  at  707    (1963). 
3*  See  H.R.  15303,  92cl  Cong.,  2d  Sess.,  Sec.  9  (1972). 
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panies  to  brokers  selling  their  i)olicies  were  "anti-comi>etitive  reciprocal  rela- 
tionships," similar  to  those  involving  mutual  fund  sales  condemned  by  the 
Commission.  Despite  the  fact  that  the  NYSE  "expected"  such  relationships  to 
develop,  neither  the  Exchange  nor  the  SEC  have  taken  action  to  prohibit  them. 
Did  the  SEC  investigate  the  possibility  of  suich  arrangements  developing 
and  consider  their  antitrust  implications? 

Are  there  reciprocal  arrangements  now  in  existence  between  NYSE  mem- 
bers and  insurance  companies? 

Why  has  the  NYSE  not  taken  action  to  prohibit  insurance  company- 
broker  reciprocal  arrangements? 

What  responsibility  does  an  exchange  have  to  enforce  antitrust  policies 
and  to  prevent  its  member  firmsi  from  engaging  in  anti-competitive  activities 
or  entering  into  anti-comjietitive  arrangements? 

Senator  Williams.  The  witnesses  today  come  from  the  SEC,  from 
the  New  York  Stock  Exchange  and  the  Midwest  Stock  Exchange.. 
Gentlemen,  would  you  come  forward  ? 

Commissioner  Loomis,  who  was  with  ns  yesterday,  is  from  the  SEC. 
From  the  Midwest  Stock  Exchange,  Mr.  Michael  E.  Tobin,  together 
with  Milton  H.  Cohen,  counsel.  And  from  the  New  York  Stock  Ex- 
change, Mr,  Lee  D.  Arning,  senior  vice  president,  and  Donald  L. 
Calvin,  vice  president,  and  Robert  M.  Bishop,  vice  president  of  the 
department  of  member  firms. 

You  have  all  had  copies  of  this  case  study,  as  I  understand  it,  and 
you  were  in  on  the  takeoff  as  well  as  the  landing;  am  I  correct  on 
that? 

Mr.  Arning.  That  is  correct. 

Senator  Williams.  I  understand  only  Mr.  Arning  has  a  statement. 
Am  I  right  on  that?  Does  anybody  else  have  a  prepared  statement 
you  want  to  deliver  ? 

Mr.  ToBiN.  Yes. 

Senator  Williams.  I  am  wrong.  Mr.  Tobin  ? 

STATEMENT  OF  A  PANEL  OF  WITNESSES  COMPOSED  OF  PHILIP  A. 
LOOMIS,  JR.,  COMMISSIONER,  SECURITIES  AND  EXCHANGE  COM- 
MISSION; LEE  D.  ARNING,  SENIOR  VICE  PRESIDENT,  NEW  YORK 
STOCK  EXCHANGE;  DONALD  L.  CALVIN,  VICE  PRESIDENT,  NEW 
YORK  STOCK  EXCHANGE;  ROBERT  M.  BISHOP,  VICE  PRESIDENT, 
NEW  YORK  STOCK  EXCHANGE;  MICHAEL  E.  TOBIN,  PRESIDENT, 
MIDWEST  STOCK  EXCHANGE;  AND  MILTON  H.  COHEN,  COUNSEL, 
MIDWEST  STOCK  EXCHANGE 

Mr.  Tobin.  Do  you  want  me  first,  sir? 

Senator  Williams.  All  right. 

Mr.  ToBiN.  We  appreciate  this  opportunity  to  appear  before  the 
Subcommittee.  I  am  Michael  E.  Tobin,  president  of  the  Midwest  Stock 
Exchange,  and  with  me  is  Milton  H.  Cohen,  who  is  a  partner  in  the 
firm  of  Schiff,  Hardin,  Waite,  Dorshel  &  Britton,  and  also  is  gen- 
eral counsel  to  the  Exchange. 

We  believe  very  strongly  in  self-regulation.  Because  we  do,  we  wel- 
come inquiries  such  as  yours  into  its  strengths  and  weaknesses,  successes 
and  failures. 

Such  inquiries  keep  self-regulation  on  its  toes,  it  brings  about  im- 
provements where  needed,  and  I  think  it  can  protect  self-regulation 
from  those  who  would  undermine  it  in  the  name  of  less  regulation, 
more  governmental  intervention,  or  excessive  antitrust  emphasis. 
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Thank  you. 

Senator  Williams.  Thank  you  very  much.  Mr.  Arning  ? 

Mr.  Arning.  Mr,  Chairman,  in  view  particularly  of  the  release 
from  the  Committee  yesterday  that  indicated  you  wished  to  deal  with 
the  procedures  that  were  involved,  I  thought  it  might  be  helpful  for 
the  Committee  for  us  to  review  very  quickly  the  procedures  that  are 
involved  in  the  decision  making  process  at  the  New  York  Stock  Ex- 
change. 

Let  me  run  through  these  rather  quickly  for  you  so  we  can  set  the 
stage.  First  of  all,  I  think,  as  the  staff  case  study  points  out,  the  initi- 
ating action  for  any  matter  presented  to  the  Exchange's  Board  of 
Governors  begins  with  the  staff  of  the  Stock  Exchange. 

The  proposal  may  originate  from  external  sources,  or  internal 
sources,  or  the  Board  itself.  The  staff  then  proceeds  to  develop  memo- 
randums, to  establish  the  precedents  that  have  been  before  the  board 
in  prior  cases,  to  weigh  the  various  pros  and  cons.  This  is  all  put  in 
memorandum  form  that  is  sent  to  the  Advisory  Committee  of  the 
Board  of  Governors. 

The  Advisory  Committee  of  the  board  is  the  committee  that  meets  to 
deal  with  issues  of  rules  changes  and  major  policy  matters  prior  to  a 
policy  meeting  of  the  board  of  governors.  The  policy  meeting  is  held 
one  Thursday  a  month. 

The  staff  would  deliver  this  memorandum  to  the  governors  10  to 
12  days  in  advance  of  the  policy  meeting.  The  governors  would  have 
an  opportunity  to  discuss  the  memorandum  with  the  staff  member 
who  had  prepared  it  and  worked  on  it.  The  governors  could  question 
that  party  at  length,  and  then  that  matter  would  come  before  the 
advisory  committee  at  its  monthly  meeting. 

The  Advisory  Coimnittee  is  made  up  of  seven  members,  three  mem- 
bers of  which  are  off  the  floor  and  three  are  on  the  floor,  as  well  as 
one  out-of-town  rotating  person  from  other  than  a  New  York  City 
firm.  However,  all  governors  are  free  to  attend  and  vote  at  the  Com- 
mittee's meetings. 

This  body  would  deliberate  at  length  as  to  the  matters  that  were 
brought  before  it  by  the  staff.  There  would  be  an  opportunity  for 
anyone  there  to  make  their  views  known.  Members  of  the  Board  pres- 
ent have  an  opportunity  to  present  their  views  and  discuss  pending 
matters  with  the  staff.  Traditionally,  that  meeting  of  the  Advisory 
Committee  has  had  between  18  and  22  of  the  then  33  governors  of  the 
New  York  Stock  Exchange  present  at  the  monthly  meetings.  You 
recognize  here  that  we  have  had  a  restructuring  of  the  Board  in  the 
recent  past,  and  this  procedure  is  no  longer  the  same. 

After  their  deliberations,  the  Committee  would  take  a  vote  to  accept, 
reject,  or  revise  the  staff  proposal.  If  affirmative  action  is  taken,  the 
Advisory  Committee's  recommendation  is  presented  to  the  full  board 
at  its  policy  meeting  the  next  day.  After  discussion,  the  full  board 
would  either  reject,  accept,  or  modify  the  proposal.  If  it  was  a  rule 
change,  it  would,  of  course,  under  SEC  Eule  l7a-8  be  submitted  to 
the  SEC._ 

The  action  of  the  board  of  governors  of  the  stock  exchange  at  this 
point  would  be  approval  in  principle  for  discussion  with  the  SEC. 

The  matter  is  then  in  a  position  to  be  discussed  with  the  Securities 
and  Exchange  Commission  personnel,  where,  frankly,  over  the  years, 
we  have  learned,  I  think,  that  they  have  a  viewpoint  that  can  be 
constructive  to  the  securities  industry. 
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On  occasions,  particularly  very  recently,  we  have  distributed  pub- 
licly, at  some  breadth,  matters  that  have  come  before  the  board.  These 
include  such  matters  as  institutional  membership,  proposed  changes 
in  auditing  procedures,  and  the  proposals  relating  to  public  ownership. 
All  those  proposals  had  wide  distribution  in  the  public  sphere  prior 
to  a  final  decision  by  the  board  of  governors. 

I  would  think  with  the  new  structure  of  our  board  this  practice  is 
one  that  is  going  to  be  followed. 

In  any  event,  sometimes  matters  that  we  sent  out  for  comment  get 
limited  comments,  whereas  when  sent  out  by  the  SEC,  they  can  gener- 
ate a  substantial  amount  of  public  comment.  I  think  the  area  of  pub- 
lic ownership  of  member  organizations  is  a  specific  case  in  point. 

In  any  event,  we  do  have  these  established  procedures.  These  are 
the  mediums  that  we  have  followed.  In  looking  particularly  to  some 
of  the  areas  that  are  involved  in  this  hearing,  it  seems  to  me,  on  re- 
flection, that  this  matter  of  life  insurance  in  particular  is  one  where 
the  deliberative  processes  of  the  board  of  governors  and  the  staff 
extended  over  a  long  period  of  time  with  an  opportunity  to  develop 
exceedingly  broad  interests  in  areas  outside  the  securities  industry. 

We  also  worked  with  an  important  committee  of  the  then  Associa- 
tion of  Stock  Exchange  Firms  which  represented  the  industry  at 
large. 

In  looking  back  I  would  only  comment  to  you,  sir,  that  it  seems  to  be 
a  fair  J  orderly,  and  deliberative  process  that  was  followed.  I  thank 
you,  sir. 

Senator  Williams.  Did  this  question  of  diversification  to  include 
life  insurance  ever  go  to  the  members  broadly,  or  was  it  strictly  a 
Board  of  Governor's  decision? 

Mr.  Arning.  Well,  if  I  could,  sir,  point  out  that  the  Association  of 
Stock  Exchange  Firms  is,  in  a  way,  a  trade  association  of  the  ex- 
change membership.  It  was  their  recommendation  to  the  board  that 
brought  the  matter  to  the  surface.  So  it  had  a  great  deal  of  exposure  in 
the  industry  prior  to  the  board  action. 

Senator  Williams.  Let  us  get  a  little  more  fundamental  here. 
There  is  no  doubt  about  it.  This  question  Avas  an  important  question. 
It  was  permitting  the  membership  to  branch  out  and  diversify  in 
an  area  that  had  been  clearly  prohibited. 

Am  I  right  on  that,  both  at  New  York  and  Midwest? 

Mr.  ToBiN.  Yes  sir. 

Senator  Williams.  This  was  a  departure,  and  the  way  in  which 
you  arrived  at  the  decision  to  make  this  profound  change  of  permitted 
activity  of  members  is,  of  course,  what  we  are  interested  in  in  our 
study  of  how  self-regulation  works.  ^ 

As  I  read  the  case  study,  it  appeared  to  me  that  jurisdictional  ques- 
tions were  not  clear.  Just  who  could  do  what? 

I  think  this  was  true  vesterday  to  some  extent,  too,  as  we  looked  at 
the  question  of  NASDAQ  in  the  NASD.  What  are  the  appropriate 
areas  of  jurisdiction  at  the  NASD  and  at  the  SEC  ? 

Here,  we  are  talking  about  a  limitation  or  extension  of  business 
activity.  Should  there  be  limitations  on  the  type  of  businesses  on  which 
member  firms  may  engage,  and,  if  so,  who  is,  or  who  should  be  in  the 
position  to  set  these  limitations  ? 

I  think  that  is  a  broad  beginning,  but  I  would  like  to  have  your  com- 
ments on  this.  As  it  ended  up,  the  summary  of  the  study  left  everything 
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was  saying  yes  or  no,  and  I  don't  know  whether  they  thought  they  had 
authority  to  say  yes  or  no. 

Could  you  start,  Commissioner  Loomis,  on  that  ? 

Mr.  LooMis.  Surely. 

First,  I  want  to  indicate  by  way  of  background  that  there  is  nothmg 
in  the  Securities  Exchange  Act. of  1934  that  prevents  a  registered 
broker-dealer  from  selling  insurance,  or  life  insurance,  and  many 
have  for  many  years. 

Mostly  these  are  smaller  NASD  firms.  The  institution  of  a  combmed 
securities  firm  and  insurance  agency  in  smaller  cities  or  towns  of  the 
country  has  been  commonplace  for  years.  At  least  one  smaller  exchange 
has  permitted  its  members  to  do  so  for  sometime.  But  as  has  been 
pointed  out  in  the  case  study,  all  of  the  major  exchanges  did  not  permit 
this  until  recently. 

In  light  of  this  provision,  we  did  not  believe  that  we  had  juris- 
diction to  say  that  member  firms  could  not  sell  insurance  when  any 
other  registered  broker-dealer  with  the  Commission  could.  I  don't 
want  to  go  into  the  merits  of  this  thing. 

Our  attitude,  which  emerges  in  the  case  study,  is  somewhat  passive 
and  noncommittal.  It  was  in  part  the  result  of  the  provisions  of  the 
McCarran-Ferguson  Act  of  1945.  Section  2(b)  of  that  act,  which  seems 
to  be  the  pertinent  part,  says  that  no  act  of  Congress  shall  be  construed 
to  invalidate,  impair,  or  supersede  any  law  enacted  by  any  State  for  the 
purpose  of  regulating  the  business  of  insurance,  and  then  goes  on, 
"unless  such  Act  specifically  relates  to  the  business  of  insurance," 
which  the  Securities  Exchange  Act  does  not. 

This  statute  insofar  as  the  relationship  between  the  Securities  Ex- 
change Act  and  the  McCarran-Ferguson  Act  first  came  before  the  Su- 
preme Court  in  our  case  of  SEC  v.  National  Securities^  Inc.^  decided 
in  1969,  and  reported  at  393  U.S.  453. 

In  passing,  I  would  have  liked  to  have  argued  that  case,  but  the 
Solicitor  General  did  it  instead. 

This  case  involved  allegedly  fraudulent  solicitation  of  stockholders 
of  an  insurance  company  to  approve  a  merger,  or  to  vote  for  it.  This 
merger  required  the  approval  of  the  State  insurance  commission. 

Two  lower  courts  held  that  the  commission  had  no  jurisdiction  and 
that  even  fraud  in  this  transaction  was  preempted  by  the  McCarran 
Act. 

The  Supreme  Court  reversed,  holding  that  the  business  of  insurance 
does  not  extend  to  transactions  in  the  stock  of  insurance  companies, 
and  as  to  those  the  Securities  Exchange  Act  continues  to  apply  in 
accordance  with  its  terms. 

The  general  thrust  of  the  Court's  opinion  was  that  the  term  the 
business  of  insurance  does  not  depend  upon  w^ho  is  doing  it,  whether 
it  is  an  insurance  company  or  not,  but  rather  upon  what  is  being 
done. 

They  went  on  to  say  that  here  it  was  a  securities  transaction  and  not 
insurance  business  that  was  involved. 

They  did,  however,  to  indicate  their  position  and  their  analysis, 
state,  citing  some  prior  decisions,  that  the  advertisement  and  sales 
of  life  insurance  policies  and  the  licensing  of  life  insurance  agents  is 
the  business  of  insurance  within  the  meaning  of  the  McCarran- 
Ferguson  Act. 
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Presumably  it  follows  from  this  that,  insofar  as  the  Securities  Ex- 
change Act  of  1934  might  be  construed  as  authorizing  the  commission 
directly  or  indirectly  through  oversight  to  regulate  the  sale  of  insur- 
ance by  member  firms  of  the  New  York  Stock  Exchange  under  the 
Securities  Exchange  Act,  this  would  be  contrary  to  the  McCarran- 
Ferguson  Act  as  interpreted  by  the  Supreme  Court. 

It  is  against  this  general  background  that  this  question  of  the  sale 
of  insurance,  first  by  members  of  the  Midwest  Stock  Exchange  and 
then  by  members  of  the  New  York  Stock  Exchange,  came  before  the 
Commission. 

The  Midwest  Stock  Exchange  was  first  on  the  scene,  and  as  will  be 
developed,  had  a  fairly  comprehensive  regrilatory  program  in  the  area. 
They  submitted  the  matter  to  the  Cormnission,  our  staff  reviewed  it, 
and  we  reviewed  it,  and  frankly  it  was  our  judgment  that  they  had  a 
pretty  good  program  and  there  was  no  basis  for  us  to  object  to  it. 

The  New  York  Stock  Exchange  came  along  later,  and  while  I  can't 
speak  for  all  of  my  fellow  commissioners,  I  was  on  the  Commission 
at  the  time,  and  I  can  perhaps  state  my  own  reaction,  which  was  that 
I  would  have  preferred  to  see  the  New  York  Stock  Exchange  adopt 
a  program  more  nearly  like  that  of  the  Midwest. 

However,  the  New  York  Stock  Exchange  indicated  that  they  pre- 
ferred not  to  do  that  and  expressed  their  reasons,  which  were  by  no 
means  frivolous. 

We  concluded  that,  since  we  had  no  jurisdiction  to  require  the  New 
York  Stock  Exchange  to  put  in  a  program  like  that  of  the  Midwest, 
or  to  prevent  their  members  from  selling  insurance,  all  we  could  do 
was  to  remind  them  of  their  responsibilities  as  a  public  institution  and 
a  self -regulatory  body. 

We  did  persuade  them,  if  you  can  put  it  that  way,  to  provide  cer- 
tain additional  reports  and  data  for  the  purpose  of  monitoring  the 
activities  of  their  members  in  the  sale  of  insurance,  and  we  indicated 
"no  objection,"  which  was  intended  to  convey,  as  the  case  study  points 
out,  that  we  were  not  passing  upon,  endorsing,  or  approving  or 
disapproving  their  program,  but  that  from  our  viewpoint  with  our 
jurisdiction  we  had  no  objection  to  their  proceeding. 

Senator  Williams.  This  then  is  an  area  where  you  thought  other  law 
prevented  you  from  having  authority  to  make  a  clear  determination 
whether  business  should  be  extended ;  this  type  of  business  should  be 
included  in  permitted  activity. 

You  thought  you  lacked  authority,  and  that  was  because 

Mr.  LooMis.  That  is  correct,  sir.  The  Securities  Exchange  Act  does 
not  mention  insurance  at  all,  and  as  I  have  said,  we  can't  stop  a 
registered  broker-dealer  from  selling  insurance,  and  many  do. 

But  it  could  have  been  said  that  somehow  our  general  self -regulatory 
authority  over  the  activity  of  the  exchanges  might  extend  into  this 
area,  except  for  the  rather  clear  command  of  the  McCarran  Act  as 
interpreted  by  the  Supreme  Court. 

Senator  Williams.  Let  me  ask  this :  Is  there  a  general  feeling  that 
there  should  be  limitations  on  the  kinds  of  businesses  that  members 
can  engage  in? 

That  must  be  implied  here,  that  there  should  be  a  limitation  on  the 
kinds  of  businesses. 

Mr.  Arning.  I  don't  believe  so,  Mr,  Chairman,  and  let  me  think  out 
loud  with  you  as  to  why  I  say  that,  and  I  think  you  are  very  familiar 
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that  the  concern  of  the  New  York  Stock  Exchange  primarily  has  been 
member  firm  capital,  the  protection  of  the  property  of  the  customers 
that  are  on  the  scene  of  member  organizations,  and  this,  I  assure  you, 
we  will  do  with  vigor. 

Now  as  to  the  range  of  diversification  that  a  member  organization 
may  wish  to  pursue,  I  don't  think  there  will  be  any  limitations  on  it. 
In  today's  real  world  where  we  have  negotiated  commission  rates 
at  declining  levels,  where  we  have  had  a  severe  impact  of  the  cost- 
revenue  squeeze  in  the  recent  past,  if  our  industry  has  not  learned  a 
lesson  that  it  must  diversify,  then  it  is  in  real  trouble. 

I  don't  know  that  you  can  get  in  to  outlandish  areas,  and  I  don't  pro- 
pose that,  but  there  has  been  an  evidence  on  the  part  of  the  public  to 
nave  a  one-stop  financial  service  and  to  the  extent  member  organiza- 
tions can  contribute  to  this,  I  think  they  should,  and  I  don't  think  they 
should  be  limited  in  any  way  as  to  what  might  be  the  narrow  area  of 
broker-dealer  relationships. 

Senator  Williams.  That  is  a  personal  view  on  your  part,  because 
this  suggests  to  me  quite  a  difference  in  your  view  and  the  guiding 
rule  of  the  exchange  as  expressed,  in  Rule  318. 

Mr.  Arning.  Yes.  I  indicated  that  I  wanted  to  think  off  the  top 
of  my  head  with  you  to  your  question  as  to  whether  there  should  be 
limitations. 

Senator  Williams.  But  under  318  there  is  a  limitation. 

Mr.  Arning.  Yes,  but  the  one  thing  I  would  love  to  make  clear,  Mr. 
Chairman,  is  the  changes  which  have  come  about  in  the  securities  busi- 
ness in  the  street,  and  the  competitive  stance  that  the  brokerage  com- 
munity is  in  is  a  very  real  one. 

This  has  happened.  We  are  going  to  have  to  live  through  it,  we 
are  going  to  have  to  change  other  things. 

Senator  Williams.  This,  of  course,  is  a  two-way  street.  Broker- 
dealers  selling  insurance,  and  insurance  companies  being  members. 

Mr.  Arning.  It  certainly  is. 

Senator  Williams.  It  works  both  ways.  We  are  in  a  changing  and 
very  dynamic  period  in  the  lives  of  financial  institutions. 

Mr.  Arning.  Precisely. 

Senator  Wiijliams.  But  we  still  are  left  with  Rule  318,  which  under 
our  broad  self-regulation  is  one  of  the  guides  from  within  the  industry. 
We  have  a  specific  area  here  where  the  Commission  feels  it  is  without 
oversight  authority  because  of  a  law  that  appears  to  keep  them  out  of 
a  particular  decision,  but  we  are  still  left  with  who  does  have  the 
authority,  when  the  business  opportunities  are  being  expanded. 

For  example,  and  without  being  specific,  hypothesize  in  your  mind 
a  situation  where  there  would  be  a  conflict  between  the  business  of 
being  a  broker-dealer  and  another  kind  of  business  that  he  might  want 
to  take  on.  WTio  would  decide,  basically,  whether  that  business  would 
be  permitted  or  not  ? 

I  can  say  that  on  this  insurance  question  you  can  dream  up  certain 
conflicts. 

Mr.  Loomis.  Yes. 

Senator  Williams.  Yet,  the  SEC  is  preempted,  can't  get  in,  because 
of  the  McCarran-Ferguson  Act. 

Mr.  LooMis.  There  are  a  number  of  potential  conflicts  of  interest 
which  exist.  In  fact,  there  are  conflicts  of  interest  in  the  securities 
industry  as  such  which  have  been  considered  by  the  Congress  over 
the  years,  such  as  the  functions  of  broker  and  dealer,  and  so  forth. 

Now  as  to  your  question  of  diversification,  I  think  I  am  just  speak- 
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ing  off  the  top  of  my  head,  too,  and  I  think  I  am  not  too  much  con- 
cerned, aside  from  the  question  of  solvency  and  financial  impact,  about 
small  broker-dealers  diversifying  into  related  activities  like  the  real 
estate  business,  which  they  are  also  in. 

We  have  encountered  that  and  have  quite  often  asked  them  to  in- 
corporate their  securities  business  separately  so  that  their  securities 
customers  would  not  be  subjected  to  liabilities  arising  out  of  their 
other  business  ventures. 

However,  I  can  see  a  reason  why  exchanges,  particularly  the  major 
exchanges,  might  want  to  put  some  controls  on  the  diversification  of 
their  members  into  wholly  unrelated  areas,  and  I  think  there  might 
be  situations  where  the  Commission  would  exercise  such  powei*s  as  it 
has  to  control  that,  or  would  wish  to. 

If,  for  example,  an  exchange  wanted  its  members  to  go  mto  the 
used  car  business,  we  might  want  to  have  something  to  say  about  that. 

But  the  insurance  business  placed  us  in  a  special  position  because 
of  the  presence  of  the  McCarran  Act. 

Mr.  Arning.  Mr.  Chairman,  I  wonder  if  I  might  volunteer  a  little 
bit  of  general  information.  Your  staff  may  already  have  had  this, 
but  along  the  line  of  Commissioner  Loomis'  current  comments,  he 
mentioned  small  broker-dealers.  We  have  not  had  the  walls  knocked 
down  at  the  New  York  Stock  Exchange  by  member  organizations 
entering  the  life  insurance  business. 

We  have  approximately  3,000  registered  representatives  who  have 
presently  been  licensed  and  met  the  standards  of  the  stock  exchange 
rules  that  were  referred  to  in  your  staff  study. 

Strangely  enough,  over  three-quarters  of  the  firms  that  are  involved 
with  these  people  are  what  we  define  as  regional  stock  exchange  orga- 
nizations, those  whose  location  is  outside  of  New  York  City  and  who 
probably  are  not  defined  as  nationwide  wire  houses. 

That  is  something  in  the  vicinity  of  5  percent  of  the  total  force  of 
registered  representatives  of  the  New  York  Stock  Exchange.  We  have 
a  dozen  or  a  dozen  and  a  half  additional  firms  that  are  filing  data 
and  we  asume  will  be  active  in  it. 

We  have  no  way  of  knowing  the  scope  to  which  this  may  expand. 
It  obviously  has  a  major  interest  to  the  organizations  that  have  a  direct 
competitive  force  in  the  community  they  are  located  in. 

At  the  moment,  at  least,  it  is  not  widespread. 

Senator  Williams.  I  wonder  if  we  could  now  get  into  your  under- 
standing of  approaches  to  a  decision  of  what  "kindred"  activities 
should  be  permitted  ?  I  did  not  get  a  full  appreciation  of  a  formal 
method  of  decision  here.  Kule  318  was  the  same  in  1965  as  it  was  in 
1971,  is  that  right? 

Mr.  Arning.  There  were  some  changes,  but  I  think  the  point  you 
are  making,  Mr.  Chairman 

Senator  Williams.  Did  it  require  at  both  times  approval  of  the 
exchange,  in  order  for  member  organizations  to  engage  in  "kindred" 
activities  ? 

Mr.  Arning.  Yes. 

Senator  Williams.  In  1965,  it  was  decided  that  selling  of  life  in- 
surance would  not  be  permitted,  and  5  years  later  it  was  permitted. 
The  discussion  here  and  your  opening  statement  suggested  something 
less  than  a  formal  proceeding  for  the  airing  of  different  views  prior  to 
a  conclusion  on  the  basis  of  the  language  of  the  rule. 
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It  seemed  to  be  informal,  a  sort  of  an  ad  hoc  decision  rather  than 
any  formalized  or  structural  approach  to  the  decision. 

Mr.  Arning.  Well,  Mr.  Chairman,  I  would  say  it  was  not  ad  hoc. 
It  was  developed  over  this  period,  and  we  can  go  back  even  to  late 
1958,  when  we  first  started  to  look  at  it.  But  in  fact,  as  the  material 
the  Committee  has  had  available  to  it  indicates,  the  Association  of 
Stock  Exchange  Firms  made  an  extensive  study,  a  survey  among 
themselves,  at  least  the  equivalent  of  an  idependent  consultant's  work 
and  perhaps  a  good  deal  more,  because  these  people  were  conver- 
sant with  the  very  problems  prior  to  coming  before  the  board,  and  we 
had  this  information  in  our  possession  for  a  substantial  period  of  time. 

Now  an  immense  amount  of  background  work  was  underway,  as 
I  am  sure  you  appreciate,  throughout  the  interval.  At  no  time  have 
we  had  anything  other  than  the  greatest  cooperation  and  interest  from 
the  insurance  companies  at  large.  They  have  been  anxious,  I  think  it 
is  fair  to  say  on  their  part,  that  this  medium  become  available. 

I  have  been  in  touch  with  these  people  over  the  years,  and  they  have 
been  immensely  helpful  to  us  in  learning  the  problems  of  the  industry. 

I  think  it  was  developed  over  a  period  of  time  in  a  systematic 
method. 

Mr.  Calvin.  May  I  add  something  to  that,  Mr.  Chairman,  and 
maybe  I  could  offer  this  memorandum  for  the  record.  As  Mr.  Arning 
said  in  his  opening  remarks,  there  is  an  established  procedure  at  the 
New  York  Stock  Exchange  for  the  promulgation  of,  revision  of, 
repeal  of,  and  development  of  rules,  as  well  as  related  policy  changes. 

Simply  stated,  without  repeating  the  whole  procedure  again,  it 
revolves  around  a  memorandum  which  is  prepared  by  the  Exchange 
staff.  This  memorandum  is  distributed  to  the  Board  of  the  Exchange 
well  in  advance  of  their  discussions.  The  key  document  in  those  dis- 
cussions in  this  memorandum.  In  the  ciise  of  this  issue  which  we  are 
discussing,  the  document  which  I  have  in  my  hand  is  the  memo- 
randum of  November  9,  1971,  captioned  "Sale  of  Life  Insurance  by 
Member  Organizations'-  which  was  sent  to  the  board. 

It  is  thicker,  for  example,  than  the  case  study  prepared  by  your 
staff.  The  November  9  memorandum  takes  into  account  the  prece- 
dents, the  relevant  precedents,  in  this  area  in  the  past.  It  discusses 
developments  in  this  area.  It  includes  documentation  by  way  of  the 
studies  made  by  the  Association  of  Stock  Exchange  firms,  to  which 
Mr.  Arning  referred,  and  includes  the  text  of  draft  rules.  It  is,  in 
other  words,  a  detailed  professional  expose  of  this  topic  which  con- 
cludes with  a  recommendation  from  the  staff  to  the  advisory  committee 
of  the  exchange. 

The  Members  of  the  Advisory  Committee  then  have  an  open  and 
frank  discussion  of  this  memorandum  and  the  staff  recommendations. 
They  then  make  their  own  independent  recommendation  to  the  board. 

So  I  think  it  is  clear,  and  if  this  document  is  included  in  the  record 
I  think  the  record  will  be  clear,  that  there  is  an  established  procedure 
for  handling  these  matters.  Rules  changes  are  made  in  a  formalized 
way.  Before  acting,  precedents  in  the  area  which  is  the  subject  of  the 
recommendation  are  reviewed  and  taken  into  account. 

To  that  extent,  I  would  submit  that  it  is  really  not  an  ad  hoc  decision- 
making process.  I  would  offer  this  memorandum  for  the  record,  if 
you  have  no  objection. 

(The  memorandum  referred  to  follows :) 
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NEW        YORK        STOCK        EXCHANGE,       INC. 

MEMORANDUM 

March   16,    1972 

TO:  Board  of  Governors 
FROM:  Advisory  Committee 
SUBJECT:   SALE  OF  LIFE  INSURANCE  BY  MEMBER  ORGANIZATIONS 

The  Advisory  Committee  considered  the  staff  memorandum 
dated  March  7,  1972  and  recommends  to  the  Board  of  Governors  final 
approval  of  amendments  to  Rules  345.17(1),  311  and  351  as  shown 
in  the  memorandum  dated  November  16  and  the  amendment  to  Rule  318.13 
shown  in  the  memorandum  dated  February  17  to  permit  member  organiza- 
tions to  engage  in  the  sale  of  life  insurance. 

NEW   YORK   STOCK   EXCHANGE,   INC. 

Departftient  of  Member  Firms 

MEMORANDUM 

March  7,    1972 

TO:       Advisory  Committee 

FROM:     Lee  D.  Arning 

SUBJECT :   SALE  OF  LIFE  INSURANCE  BY  MEMBER  ORGANIZATIONS 

Attached  are  memoranda  relating  to  the  sale  of  life 
insurance  by  member  organizations.  This  subject  will  be  dis- 
cussed at  the  March  Policy  Advisory  Meeting. 


Att 
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NEW    YORK    STOCK    EXCHANGE,     INC. 

MEMORANDUM 

February  17,    1972 

Board  of  Governors 


SUBJECT: 


Lee  D.    Arning 


New  Rule  318.  13 


The  attached  proposed  new  rule  318.  13  has  been  drafted  to 
meet  the  Concerns  of  the  Staff  of  the  SEC,   as  expressed  in  Mr.   Rappaport's 
letter  to  me  of  February  1,    1972,  which  is  attached  to  this  material.     Pre- 
liminary discussions  yesterday  with  Mr.   Rappaport  indicate  that  the  rule 
draft  appears  generally  satisfactory  to  him,    but  must,    of  course,    be 
cleared  with  the  Commission. 

The  rule  strives  to  establish  levels  of  oversig>it  and 
surveillance  in  meeting  the  concerns  of  the  Commission,    but  not  super- 
imposing standards  of  the  Exchange  (which  possesses  virtually  no  expertise) 
on  an  industry  highly  regulated  by  the  various  State  Commissions. 

The  Advisory  Committee  recommends  Board  approval  in 
principle,  for  further  review  of  the  rule  with  the  SEC  and  to  be  returned 
for  final  action  and  implementation  by  the  Board. 


Lee  D.    Arning 


105 


RULE  318.  13 

A  member  organization  may  engage  in  the  sale  of  life  insurance 
(directly,    or  through  its  corporate  affiliate  or  subsidiary)  only  through 
one  or  more  members,    allied  members  and  registered  representatives 
of  such  member  organization  each  of  whom  is  then  in  compliance  with 
the  licensing  and  any  other  requirements  of  applicable  insurance  laws 
and  regulations. 

Each  member  organization  which  engages  in  the  sale  of  life 
insurance  shall  promptly  report  to  the  Exchange  the  name  of  each  person 
through  whom  such  member  organization  sells  life  insurance,    the  training 
in  the  sale  of  life  insurance  received  by  each  such  person,    the  state  or 
states  in  which  each  such  person  is  licensed  to  sell  life  insurance  and 
the  names  of  the  life  insurance  companies  for  which  each  such  person  is 
licensed    in  each  such  state. 

Each  member  organization  which  engages     in  the    sale  of  life 
insurance  shall  also  keep  current  in  a  separate  file  within  the  member 
organization  the  following  information: 

(1)    a  description  of  the  member  organization's  supervisory 
program  as  related  to  the  sale  of  life  insurance,    the  name  of  each  member, 
allied  member  or  employee  within  the  member  organization  who  has  been 
given  the  responsibility  of  exercising  supervisory  control  over  the  persons 
engaged  in  the  sale  of  life  insurance  and  the  specific  responsibilities  of 
each  such  person. 
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(2)  a  description  of  the  member  organization's  surveillance 
program  as  related  to  the  sale  of  life  insurance,    the  name  of  each 
member,    allied  member  or  employee  within  the  member  organization 
who  has  been  given  the  responsibility  of  exercising  surveillance 
responsibilities  and  the  specific  responsibilities  of  each  such  person. 

(3)  sales  and  other  records  relating  to  the  member  organization's 
sale  of  life  insurance  as  deemed  appropriate  by  the  member  organization 
including,   without  limitation,    records  disclosing  the  types  and  amounts 
of  life  insurance  sold,    the  comnnissions  earned  and  the  commissions 
paid  to  individuals  engaged  in  the  sale  of  life  insurance.     Such  records 
shall  be  maintained  in  a  reasonably  accessible    location  for  inspection 

by  the  Exchange  for  not  less  than  three  years. 
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NEW   YORK   STOCK   EXCHANGE,   INC. 

MEMORANDUM 

February  8,  1972 
TO:       Advisory  Comnittee 
FROM:      Lee  D.  Arning 
SUBJECT :   SALE  OF  LIFE  INSURANCE 

Question  for  Discussion 

Should  the  Exchange  establish  a  program  for  regulation 
of  the  sale  of  life  insurance  by  member  organizations? 

Background 
On  November  18,  1971,  the  Board  of  Governors  approved  in 
principle  rules  providing  for  the  sale  of  life  insurance  by  members 
and  member  organizations.   The  Exchange,  in  effect,  removed  the  pro- 
hibition against  the  sale  of  insurance;  required   any  such  sales  to 
be  by  a  person  either  member,  allied  member  or  registered  representa- 
tive; but,  in  recognition  of  the  extensive  state  regulation,  did  not 
involve  itself  in  regulation  aspects  of  the  sale  of  life  insurance. 

The  proposed  rules  were  dispatched,  in  the  regular  course, 
to  the  SEC.   Prior  to  the  December  policy  meeting  -  in  response  to  our 
query  -  the  staff  of  the  Commission  asked  that  the  Exchange  Board  of 
Governors  not  proceed  until  further  study  had  been  made,  and  in 
particular  wanted  us  to  review  the  insurance  program  of  the  Midwest 
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Stock  Exchange,   The  Exchange  found  little  to  support  the  Midwest 
concept  and  so  responded,  seeking  Commission  review  so  that  the  matter 
could  be  presented  to  the  January  policy  meeting. 

The  Commission  staff  on  January  16,  1972  indicated  that 
review  could  not  be  completed  by  the  policy  meeting  date  and  asked 
that  final  action  not  be  taken  at  that  time.   As  the  Committee  is 
aware,  the  request  was  complied  with.   Further  pressure  on  the  Com- 
mission staff  resulted  in  a  communication,  dated  January  27,  to  Richard 
B.  Howland,  asking  that  the  Exchange  take  no  action  until  Commission 
comments  could  be  obtained.   On  February  1,  the  Commission  advised 
that  while  it  did  not  object  to  the  sale  of  life  insurance  by  member 
organizations  in  principle,  it  did  believe  that  an  adequate  self- 
regulatory  program  should  be  developed  before  the  Exchange  permitted 
such  sales  (see  letter  attached). 

Discussion 
It  is  known  that  a  number  of  member  organizations  have 
advanced  their  own  programs  to  qualify  registered  representatives, 
to  develop  insurance  expertise  and  to  hire  insurance  experts,  and  that 
a  number  of  insurance  companies  have  advanced  programs  to  train,  guide 
and  assist  in  life  insurance  sales  based  upon  the  earlier  Board  of 
Governors  approval  in  principle. 
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An  extensive  self-regulatory  program  appears  to  be  the 
Commission's  direction  -  modeled  in  part  at  least  on  the  views  of 
the  Midwest  Stock  Exchange.   Since  the  New  York  Stock  Exchange  has 
no  expertise  in  this  area,  assistance  and  personnel  would  have  to 
be  acquired.   This  aspect  was  recognized  in  the  initial  Board  of 
Governors  review,  and  the  decision  was  made  at  that  time  that  this 
route  was  not  desirable. 

Question  for  Discussion 
In  view  of  the  SEC  response  to  the  proposed  rule  changes  - 
should  the  Exchange  develop  a  self-regulatory  life  insurance  program'! 
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SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  DC.    20549 


February   1,    1972 


Mr.  Lee  D.  Arning 

Senior  Vice  President 

New  York  Stock  Exchange,  Inc. 

4  New  York  Plaza 

New  York,  New  York    10004 

Dear  Mr.  Arning: 

The  Conmission  has  reviewed  the  Exchange's  proposed  rules  which 
would  permit  member  organizations  and  their  salesmen  to  sell  life 
insurance  and  correspondence  with  the  Exchange  on  this  subject. 
Including  your  latest  letter  of  January  7,  1972. 

We  are  aware  that  Exchange  members  engage  in  other  non-securities 
business  activities.   However,  in  view  of  the  Exchange's  represen- 
tation respecting  its  pre-eminence  in  the  training  of  member 
organizations'  registered  personnel,  it  would  be  unfortunate  if 
some  member  organizations  fail  to  proceed  in  their  insurance  sales 
activities  with  the  care  expected  by  the  public.   This  could  impair 
the  confidence  of  investors  in  the  securities  and  other  activities 
of  both  those  members  and  the  Exchange  Itself. 

Accordingly,  while,  as  we  have  previously  indicated,  the  Conmission 
does  not  object  in  principle  to  the  sale  of  life  insurance  by 
member  organizations,  the  Commission  does  believe  that  an  adequate 
self-regulatory  program  should  be  presented  before  the  Exchange 
permits  its  members  to  proceed  with  this  new  activity.   The  Commis- 
sion has  in  mind  Exchange-established  training  standards  insuring 
a  uniform  minimum  level  of  expertise,  rules  requiring  adequate 
recordkeeping  to  facilitate  Exchange  surveillance,  and  uniform 
standards  designed  to  help  assure  financial  responsibility  of 
insurance  companies  whose  policies  your  members  will  sell. 

Our  staff  is  available  to  assist  in  the  development  of  the  program. 


Associate  Director 
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NEW        YORK        STOCK        EXCHANGE,         INC. 
Department   of  Member  Firms 

MEMORANDUM 

November  9,  1971 

TO:       Advisory  Committee 
FROM:     Department  of  Member  Firms 

SUBJECT:   Sale  of  Life  Insurance  by  Member  Organizations 

QUESTION 
Should  the  Exchange  permit  the  sale  of  life  insurance 
by  member  organizations? 

POLICY 

Under  Rule  318,  with  the  prior  approval  of  the  Exchange, 
member  organizations  may  engage  in  activities  kindred  to  the  securities 
business.   Starting  in  1958  the  Exchange  has  turned  down  all  requests 
from  member  organizations  to  engage  broadly  in  the  sale  of  life 
insurance.   However,  a  few  narrowly  defined  exceptions  have  been 
made.   Registered  representatives  may  hold  insurance  licenses  where 
required  by  state  law  to  offer  mutual  fund  contractual  plans  carrying 
a  completion  term  life  insurance  feature,  to  offer  mutual  fund  re- 
demption value  insurance,  to  offer  group  term  life  insurance  on 
debit  balances  in  margin  accounts  and  to  receive  renewal  commission? 
resulting  from  life  insurance  sales  made  prior  to  their  becoming 
registered  representatives. 

BACKGROUND 
Following  the  1969-70  depression  in  the  securities  business, 
a  number  of  member  organizations  have  asked  the  Exchange  to  reconsider 
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its  position  on  the  sale  of  life  insurance.   In  a  letter  dated 
January  7,  1971  the  Association  of  Stock  Exchange  Firms  urged  the 
Exchange  to  take  early  action  to  permit  its  member  organizations 
to  sell  life  insurance  subject  to  appropriate  safeguards.   This 
letter  was  accompanied  by  a  report  on  the  results  of  an  ASEF  survey 
on  life  insurance  sales  and  a  memorandum  submitted  to  the  ASEF 
Board  of  Governors  by  its  Committee  on  Life  Insurance  Sales.   The 
letter,  the  report  and  the  Committee  memorandum  are  all  attached 
as  Exhibit  I. 

Briefly,  the  ASEF  survey  showed  that  of  202  firms  responding, 
557o  favored  the  Exchange  broadening  this  rule  to  permit  the  sale  of 
life  insurance,  27%  were  against  and  18%  had  no  opinion.   Excluding 
16  Floor  oriented  firms  having  no  direct  interest  in  the  sale  of 
life  insurance,  59%  were  in  favor.   Most  major  retail  firms  were 
included  among  those  in  favor. 

In  another  survey  conducted  by  the  Exchange  concerning  the 
future  of  the  small  investor,  26  regional  firms  were  asked  whether 
they  thought  the  Exchange  should  permit  member  organizations  to 
sell  life  insurance  and  22  of  them  replied  yes.   In  this  survey  8 
out  of  10  major  retail  firms  who  were  asked  the  same  question  also 
said  yes.   In  addition,  the  Marketing  Advisory  Committee  of  the 
Exchange,  composed  of  key  marketing  executives  of  member  organiza- 
tions, made  a  study  several  months  ago  and  included  in  its  recommenda- 
tions that  the  Exchange  should  permit  the  sale  of  life  insurance. 
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THE  MIDWEST  STOCK  EXCHANGE  PROGRAM 

The  Midwest  Stock  Exchange  changed  its  rules  a  little 
over  a  year  ago  to  permit  its  member  firms  to  sell  life  insurance. 
The  MSE  reports  that  during  the  first  year,  which  ended  June  30, 
250  securities  salesmen  in  25  MSE  member  firms  sold  $255  million 
face  value  in  life  insurance  and  generated  $3.4  million  in  com- 
missions.  In  doing  this  they  report  they  dealt  with  some  80  insur- 
ance carriers. 

The  Midwest  states  that  it  takes  an  active  role  in  the 
lifu  insurance  field.   All  plans  to  sell  insurance  must  be  filed 
with  and  approved  by  the  MSE,  and  subsequent  periodic  reports  must 
be  made  describing  the  type  and  amount  of  insurance  sold  and  the 
carriers  by  whom  it  was  written. 

All  life  insurance  salesmen  must  pass  an  MSE  insurance 
examination,  unless  they  have  had  at  least  two  years  experience  in 
life  insurance  sales.   This  examination  is  claimed  to  be  more  diffi- 
cult than  qualifying  examinations  of  most  of  the  states.  The  MSE 
also  has  a  training  course  which  it  sells  to  its  member  firms  to 
train  their  life  insurance  salesman.   The  course  is  mandatory. 

In  addition  to  requiring  the  above,  the  MSE  counsels  its 
members  on  such  questions  as  what  kind  of   life  insurance  programs 
they  should  offer,  what  carriers  can  provide  these  programs  and 
how  best  to  negotiate  with  the  carriers.   Officials  of  the  MSE 
have  expressed  their  willingness  to  assist  the  NYSE  in  setting 
up  a  similar  program. 
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DISCUSSION 

The  arguments  presented  by  the  ASEF  in  favor  of  permitting 
the  sale  of  life  insurance  are  contained  in  Exhibit  I.   Briefly, 
they  are  that  customer  demand  is  increasing  for  a  full  range  of 
financial  services,  that  member  organizations  need  to  diversify 
their  sources  of  income  in  the  face  of  rising  costs  and  the  cyclical 
nature  of  the  securities  business,  and  that  competition  for  savings 
dollars  and  competent  salesmen  is  becoming  more  acute. 

In  addition,  it  should  be  noted  that  other  financial  or- 
ganizations have  diversifod  their  activities  in  recent  years.   Banks, 
with  certain  restrictions,  sell  life  insurance  and  act  as  agents  for 
the  purchase  of  securities;  insurance  companies  are  entering  the 
securities  business  through  mutual  fund  sales,  through  membership 
on  regional  exchanges  and  through  purchases  of  brokerage  firms. 
Travelers,  John  Hancock,  Connecticut  General,  Mutual  of  Omaha, 
Fidelity  Mutual  and  Allstate  are  all  engaged  in  the  sale  of  mutual 
funds,  and  since  1969  five  major  insurance  companies  have  been 
admitted  to  membership  on  the  Philadelphia  Exchange. 

Against  the  proposal  it  can  be  argued  that  participation 
in  the  sale  of  life  insurance  by  member  organizations  might  in- 
crease the  pressure  from  life  insurance  companies  to  become  members 
of  the  Exchange,  just  as  the  participation  of  member  organizations 
in  the  operation  of  mutual  funds  has  increased  the  pressure  from 
mutual  funds  and  their  affiliates  to  become  Exchange  members. 
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On  the  other  hand,  it  can  be  said  that  the  sale  of  life 
Insurance  is  no  more  a  participation  in  the  life  insurance  business 
than  the  sale  of  mutual  fund  shares  is  a  participation  in  the 
mutual  fund  business.   Under  this  view,  the  equivalent  of  managing 
a  mutual  fund  would  be  the  actual  writing  of  life  insurance,  which 
is  not  contemplated  in  the  ASEF  request. 

If  the  Exchange  were  to  determine  that  its  member  or- 
ganizations should  be  permitted  to  sell  life  insurance,  the  Board 
of  Governors  would  have  to  decide  the  depth  of  participation  to 
permit  and  whether  the  Exchange  should  provide  a  regulatory  and 
counseling  structure  similar  to  that  of  the  Midwest  Stock  Exchange. 

REGULATORY  CONSIDERATIONS 
The  staff  has  held  discussions  with  the  New. York  State 
Department  of  Insurance  to  gain  an  overview  of  life  insurance 
problems.   As  a  condition  of  registration,  insurance  companies 
registered  to  do  business  in  New  York  must  observe  New  York  in- 
surance laws  and  regulations  wherever  they  do  business. 

New  York  State  has  long  been  acknowledged  to  be  a  leader 
in  insurance  regulation.   However,  there  has  been  a  general  improve- 
ment in  the  quality  of  state  insurance  regulation  in  recent  years,  and 
a  number  of  states  are  today  considered  to  be  on  a  par  with  New  York 
in  this  respect. 
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In  general,  the  regulatory  burden  under  state  laws  is 
imposed  on  the  insurance  underwriter  rather  than  the  salesman. 
It  is  true  that  individual  brokers  and  agents  are  subject  to  a 
licensing  requirement  and  must  pass  a  qualifying  examination. 
However,  no  blanket  licenses  are  issued.   Instead,  separate 
licenses  must  be  sought  for  each  insurance  company  to  be  repre- 
sented, and  except  under  very  infrequent  and  carefully  defined 
circumstances  agents  and  brokers  may  not  place  insurance  with  any 
company  for  which  they  are  not  licensed.   In  no  event  may  they 
receive  compensation  from  any  company  for  which  they  are  not  licensed 
The  New  York  State  Department  of  Insurance  receives  approx- 
imately 20,000  complaints  a  ,year .   Of  these,  about  5%  relate  to  life 
and  health  insurance,  despite  the  fact  that  life  insurance  premiums 
account  for  more  than  half  the  premium  income  of  companies  regis- 
tered to  do  an  insurance  business  in  New  York.   Almost  all  of  these 
complaints  arise  from  mechanical  errors  in  billing,  addressing,  etc. 
or  involve  health  insurance,  and  do  not  involve  life  insurance  sales- 
men as  such. 

The  New  York  State  Department  of  Insurance  can  fine  or 
revoke  the  license  of  a  life  insurance  salesman  for  violation  of 
insurance  laws  or  regulations.   Department  officials  state  that 
disciplinary  actions  against  life  insurance  salesmen  in  recent 
years  have  been  rare,  except  in  the  case  of  persons  registered  to 
sell  both  life  and  property  insurance  who  have  been  disciplined 
for  actions  involving  property  insurance. 
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The  New  York  State  Department  of  Insurance  has  indicated 
that  it  will  follow  up  any  complaints  or  allegations  of  violation 
of  insurance  laws  or  regulations  which  are  referred  to  it  by  the 
Exchange. 

The  NASD  has  for  some  years  admitted  to  its  membership 
organizations  which  were  primarily  engaged  in  the  life  insurance 
business.   As  a  result,  about  25%  of  the  NASD's  200,000  registered 
representatives  are  persons  who  are  primarily  life  insurance  sales- 
men.  This  characteristic  of  having  the  securities  activity  a  side- 
line for  people  basically  engaged  in  the  sale  of  insurance  has 
given  the  NASD  some  regulatory  concern.   Consequently,  the  NASD 
has  included  in  its  Board  of  Governors  two  persons  who  are  primarily 
in  the  insurance  business.   Also,  insurance  industry  representatives 
are  on  about  one-half  of  the  business  conduct  committees  and  it  is  ex- 
pected that  there  will  be  insurance  industry  representation  on  all 
of  them  before  long.   The  NASD  reports  that  incidents  of  misconduct 
involving  the  sale  of  life  insurance  by  their  registered  representa- 
tives have  been  very  rare,  and  that  all  of  these  involve  persons 
whose  primary  activity  is  the  sale  of  life  insurance. 

The  NASD  also  has  some  concern  about  "suitability"  of 
recommendations  to  customers  involving  both  insurance  and  securities. 
Most  of  this  concern  involves  the  question  of  how  far  the  NASD 
should  pursue  the  question  of  supervision  and  control  in  those 
of  its  members  which  are  essentially  insurance  companies.   They 
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do  not  feel  the  same  concern  in  those  of  its  members  which  are 
essentially  securities  firms  because  of  their  basic  familiarity 
with  the  securities  business. 

In  summary,  most  of  the  concern  of  the  NASD  arises 
from  the  fact  that  its  membership  contains  insurance  companies 
who  want  to  be  able  to  sell  a  securities  product  essentially  as 
a  sideline.   The  Exchange's  primary  purpose  rule  presently  prevents 
organizations  of  that  sort  from  becoming  members  of  the  Exchange, 
and  also  prevents  existing  members  from  evolving  into  insurance 
companies . 

The  Exchange,  of  course,  has  a  duty  to  enforce  insofar 
as  practical  its  Constitution  and  Rules.   One  of  the  basic  ob- 
jectives of  the  Exchange  Constitution  and  Rules,  and  of  the 
Securities  Exchange  Act  of  1934  as  well,  is  to  maintain  high 
standards  of  commercial  honor  and  integrity  among  members  and 
to  promote  just  and  equitable  principles  of  trade  and  business. 
Many  of  the  Exchange  rules  are  aimed  at  meeting  these  objectives. 
It  would  seem  that  fraudulent  or  other  improper  activity  on  the 
part  of  member  organizations  would  be  in  violation  of  these  con- 
cepts even  though  the  improper  activity  concerned  the  sale  of 
insurance  rather  than  securities.   Failure  of  the  Exchange  to 
enforce  its  rules  where  it  knew  or  should  have  known  of  the  im- 
proper activity  could  give  rise  to  legal  liability  on  the  part 
of  the  Exchange.   However,  this  situation  already  exists  with 
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respect  to  member  organization  activities  in  other  non-securities 
area;  for  example,  commodities  and  real  estate  syndication  activity. 
Experience  in  these  non-securities  areas  has  not  shown  any  serious 
exposure.   The  staff's  inquiries  into  the  sale  of  life  insurance 
does  not  indicate  that  this  activity  should  be  expected  to  give 
rise  to  significant  potential  exposure  to  the  Exchange. 
METHODS  OF  EXCHANGE  CONTROL 

There  are  at  least  three  possible  ways  in  which  the 
Exchange  could  permit  life  insurance  sales  by  its  member  organ- 
izations, as  follows: 

First  would  be  the  approach  taken  by  the  Midwest  Stock 
Exchange  described  above.   The  advantages  of  this  would  be  a  broad 
control  over  the  life  insurance  activities  of  member  organizations 
and  an  opportunity  to  add  to  Exchange  revenues  through  a  charge  on 
insurance  commissions. 

On  the  other  hand,  the  Exchange  staff  is  not  today  equipped 
to  regulate  insurance  activity.   Further,  there  is  a  question  as  to 
whether  the  Exchange  should  attempt  to  regulate  a  non-securities 
activity  which  is  already  subject  to  extensive  regulation  by  state 
authorities.   In  addition,  it  is  doubtful  that  Exchange  member  or- 
ganizations want  or  need  the  kind  of  counseling  offered  by  the  MSE 
to  its  members.   On  balance,  it  appears  that  a  pervasive  role  in 
life  insurance  sales  by  member  organizations  along  the  lines  of  the 
MSE  program  would  not  be  appropriate  for  the  Exchange. 
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A  second  approach  would  be  the  contrary  of  the  one  de- 
scribed above  -  to  permit  member  organizations  to  engage  in  the 
sale  of  life  insurance  without  qualification  or  limitation  of  any 
kind.   This  would  require  no  additional  work  or  expense  on  the 
Exchange's  part  and  might  be  acceptable  if  the  Exchange  had  ex- 
tensive experience  with  the  sale  of  life  insurance  by  member 
organizations.   However,  it  does  not  appear  to  be  an  appropriate 
initial  posture  in  the  absence  of  any  experience. 

A  third  approach  would  be  to  avoid  the  two  extremes 
above  and  provide  a  standard  which  would  be  required  of  member 
organization  personnel  who  engage  in  the  sale  of  life  insurance 
without  incurring  the  expense  and  expending  the  effort  necessary 
to  provide  the  regulatory  and  counseling  structure  provided  by 
the  MSE .   This  could  be  done  by  withdrawing  the  traditional  ob- 
jection to  the  sale  of  life  insurance  by  member  organizations 
provided  that  life  insurance  is  sold  only  by  persons  qualified 
to  sell  securities,  and  that  those  persons  are  properly  licensed 
under  applicable  insurance  laws. 

The  requirment  that  individuals  who  sell  life  insurance 
for  member  organizations  must  also  be  qualified  as  registered  repre- 
sentatives to  sell  securitiies  would  have  several  benefits.   It 
would  extend  to  those  who  sell  life  insurance  the  investigative 
and  other  qualification  requirements  required  for  Exchange  approval 
of  registered  representatives.   In  addition  to  original  qualification 
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requirements,  registered  representatives  who  sell  life  insurance 
would  continue  to  be  subject  to  all  the  other  rules  governing 
the  conduct  of  registered  representatives,  including  the  require- 
ment that  they  be  full  time  employees  of  their  member  organizations. 

More  important,  limiting  insurance  sales  to  registered 
representatives  would  assure  that  any  individual  selling  life  in- 
surance would  have  at  least  a  minimal  knowledge  and  appreciation 
of  the  securities  business  and  its  products.   This  would  be  con- 
sistent with  the  requirement  that  member  organizations  have  the 
securities  business  as  their  primary  purpose. 

Most  member  organizations  interested  in  the  sale  of  life 
insurance  plan  to  have  it  offered  by  their  present  registered  repre- 
sentatives, so  this  requirement  would  fit  in  with  their  plans.   Those 
who  sought  to  employ  experienced  insurance  salesmen  would  find  many 
of  them  already  have  qualified  as  NASD  registered  representatives, 
so  that  they  could  take  the  Exchange  qualifying  examination  as  soon 
as  they  had  prepared  themselves  for  it   rather  than  undergo  a  full 
six  month  training  period. 

One  of  the  basic  concepts  in  the  Exchange  rules  governing 
the  activities  of  registered  representatives  is  that  they  may  be 
compensated  only  by  their  member  organization  employer  for  work 
which  they  perform  and  for  which  their  member  organization  employer 
is  paid.   This  is  consistent  with  the  Exchange's  requirement  that 
member  organizations  assume  responsibility  for  supervision  and  con- 
trol of  the  registered  representatives  in  their  employ.   It  would 
be  appropriate  to  extend  this  principle  to  commissions  generated 
through  the  sale  of  life  insurance. 
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The  practice  of  the  life  insurance  business  is  that  in 
many  cases  commissions  are  paid  directly  to  the  individual  rather 
than  to  his  employer.   Further,  the  laws  of  at  least  two  states  do 
not  permit  insurance  commissions  to  be  paid  to  a  corporate  broker. 
However,  insurance  companies  believe  that  this  could  be  overcome  by 
having  an  individual  in  the  member  corporation  designated  to  re- 
ceive commissions  which  he  would  then  turn  over  to  the  member 
corporation. 

In  the  event  a  registered  representative  were  to  change 
member  organization  employers,  the  assignment  of  trailer  commissions 
could  be  changed  to  the  new  employer  organization  with  the  approval 
of  the  policy  holder.   This  would  be  comparable  to  the  reassignment 
of  dcalt-r  commissions  on  mutual  fund  accumulation  plans. 

The  limitation  to  life  insurance  would  permit  the  Exchange 
and  its  member  organizations  to  gain  experience  in  one  facet  of  the 
insurance  business  before  considering  whether  to  expand  the  permission 
into  other  types  of  insurance.   This  step-by-stcp  approach  would  make 
for  an  orderly  and  controlled  entry  into  the  insurance  business. 

The  Exchange  would  refer  complaints  that  might  be 
received  relating  to  insurance  matters  Lo  the  individual  Ptate 
insurance  commissions  for  their  attention  in  the  same  way  AMEX 
and  NASD  complaints  and  conduct  matters  are  referred  to  those 
agencies  if  the  securities  involved  are  under  their  jurisdiction. 

Financial  reports  on  life  insurance  sales  could  be  in- 
cluded in  the  reports  now  required  by  the  Exchange  by  adding  the 
appropriate  questions  to  presently  used  forms. 
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If  the  Exchange  determines  to  permit  its  member  or- 
ganizations to  sell  life  insurance,  the  third  method  of  control 
would  appear  to  be  the  most  desirable.   It  could  be  put  into 
effect  by  amending  Rule  345.17  and  adopting  a  new  Rule  318.13 
as  shown  in  the  attached  Exhibit  II.   A  realistic  target  date 
for  implementation  of  the  amended  rules  would  be  January  1,  1972, 
assuming  final  approval  by  the  Board  at  its  December  Policy  Meeting. 
RECOMMENDATION 

That  the  Advisory  Committee  recommend  to  the  Board  of 
Governors  that  it  approve  in  principle  -  for  discussion  wii.h  the 
SEC  staff  and  resubmission  at  a  future  meeting  of  the  Board  - 
amendment  of  Rule  345.17  and  adoption  of  a  new  Rule  318.13  to 
permit  the  sale  of  life  insurance  by  persons  qualified  to  sell 
securities . 
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Association  of  Stock  Exchange  Firms 
l^O    Broadway 
New  York,  NY  10005 


orricE  OP  THE  CHAIRMAN  January?,    1971 


Mr.    Robert  W.    Haack,    President 

New  York  Stock  Exchange 

11   Wall  Street 

New  York,    New  York  10005 

Dear  Bob; 

As  you  know,    the  ASEF's  Committee  on  Life  Insurance  Sales  by  Member  Firms, 
under  the  chairmanship  of  Andrew  F.    Peck,   has  been  studying  the  question  of  whether  it 
would  be  advantageous  to  member  firms  to  be  permitted  by  the  Exchange  to  engage  in  the 
business  of  selling  life  insurance  in  addition  to  their  present  product  lines  should  they 
wish  to  do  so.     Several  months  ago,    the  Committee  determined  through  a  survey  of  the 
membership  that  a  strong  interest  exists  on  the  part  of  many  firms  through  the  country 
to  have  such  permission.     The  results  of  this  survey  confirmed  the  Committee's  own 
conviction  that  insurance  sales  by  member  firms  would  not  only  provide  firms  with  an 
important  new  source  of  commission  revenue  but  would  also  offer  the  advantages  of 
product  diversification  in  a  highly  cyclical  industry.     Important  corollary  benefits,    the 
Committee  felt,    could  also  be  expected  through  the  creation  of  opportunities  for  expanded 
customer  service  --to  corporate  clients  in  such  areas  as  employee  group  insurance  and 
pension  planning  and  to  individuals  looking  to  their  member  firm  investment  advisors  for 
more  rounded  financial  facilities. 

In  view  of  the  strong  membership  interest  in  this   subject,    our  Board  now  for- 
mally urges  the  Board  of  Governors  of  the  NYSE  to  take  early  action  to  permit  the  sale 
of  life  insurance  by  member  firms,    subject  to  appropriate  safeguards.     Our  advocacy 
of  sale  of  insurance  as  sales  brokers  and  agents  should  not  be  confused  with  ownership 
of  insurance  companies. 

Accordingly,    on  behalf  of  the  Board,    I  am  enclosing  a  copy  of  the  Resolution 
adopted  January  6,    1971.      I  am  also  pleased  to  enclose  memoranda  reflecting  the 
results  of  our  membership  poll  conducted  six  months  ago  and  the  work  done  by  the 
ASEF  staff  in  support  of  the  Peck  Committee's  efforts.      These  may  be  helpful  to 
your   staff  in  its  continuing  study  of  the  matter. 

We  urge  the  earliest  possible  consideration  of  this  subject  by  the  Board  of 
Governors  of  the  Exchange. 

Sincerely, 


CWM;cb 
Enc. 


Clif  drd  W.    Michel 
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Resolution  Adopted  by  the  Board  of  Governors  of  the 
Association  of  Stock  Exchange  Firms,    January  6,    1971 

Regarding  the  Permissive  Sale  of  Life  Insurance  by 
Member  Organizations  of  the  New  York  Stock  Exchange 


RESOLVED  THAT: 


WHEREAS:     customer  demand  is  increasing  for  fuller  and  competent 
in-depth  financial  servicing  in  areas  other  than  those  presently  avail- 
able through  a  broker -dealer  in  securities  or  commodities;  and 

WHEREAS:     member  firms  are  desirous  of  diversifying  their  activiticc 
and  broadening  their  sources  of  revenue  so  as  to  remain  viable  in  the 
face  of  steadily  rising  operating  costs  and  erratic  movements  in  secu- 
rities trading  volume;  and 

WHEREAS:     rionmember  competition  for  the  public's  savings  dollar  and 
for  competent  sales  personnel  is  becoming  more  acute; 

THEREFORE:     Be  it  resolved  that  the  Association  of  Stock  Exchange 
Firms  requests  the  New  York  Stock  Exchange  to  act  promptly  to  permit 
its  member  organizations  to  engage  in  the  business  of  selling  life  in- 
surance,   subject  to  such  controls  as  the  Exchange  may  find  necessary 
or  appropriate  to  assure  adherence  by  members  to  standards  in  the 
insurance  area  comparable  to  those  observed  in  the  conduct  of  the 
securities  business. 
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RESULTS  OF  ASEF  SURVEY  OF 
MEMBER  FIRMS  ON  THE  SUBJECTOF  LIFE  INSURANCE  SALES. 


August  11,    1970 


MEMOR ANDU  M 

To;  Mr.    Harold  A.    Rousselot 

From;  James  H.    Ording 

Subject:  Life  Insurance  Sales   by  NYSE  Members 

On  July  22nd,    a  questionnaire  was  addressed  to  managing  executives 
of  ASEF  member  organizations  asking  for  their  views  on  the  subject  of  permitting 
NYSE  member  firms  to  offer  life  insurance  to  customers.     They  were  also  asked 
to  indicate  the  degree  of  interest,    if  any,    their  firm  might  have   in  getting  into  the 
life  insurance  business. 

As  of  August   11th,    202  firms  had  responded.     Of  this  number,    all  but 
16  firms  serve  the  investment  needs  of  public  customers.      The  remaining  respon- 
dents represent  specialist  units  or  other  Floor-oriented  firms  having  no  direct 
interest  in  the  matter  beyond  the  question  of  the  principle  involved  and  its  possible 
bearing  on  the  issue  of  admitting  insurance  companies  and  other  institutions  to 
Exchange  unembership. 

The  responses  of  the   202   firms  answering  the  questionnaire  are  sum- 
marized as   follows: 

As  a  matter  of  principle,    do  you  feel  the  NYSE  should  broaden  its  rules 
to  permit  interested  member  organizations  to  offer  life  insurance  to 
customers  in  addition  to  securities? 


In  favor 
Against 
No  opinion 

202  100% 

Assuming  the  Exchange  amended  its  rules  to  permit  such  activity, 
which  of  the  following  statements  would  most  nearly  describe  your 
firm's  probable  reaction? 

Number  %  of  Total 

No  interest  in  selling  insurance.  85  42% 

Sufficiently  interested  to  look  into  the 
pros  and  cons  of  the  matter,  with  a 
possible  view  toward  adding  life  in- 
surance to  our  present  product  line.  92  46% 

Strongly  interested  and  would  act  as 
promptly  as  possible  to  offer  insur- 
ance to  customers.  25  12% 

202  100% 
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55% 

55 

27% 

35 

18% 
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Eliminating  from  the  group  of  responding  firms  the   16  not  sales 
oriented,   we  find  the  percentage  figures  to  be  closely  related  to  those  for  the 
entire  group.     Here,    597o  of  the  firms  declared  themselves  in  favor  of  the  prin- 
ciple involved  (as  compared  with  55%  for  the  entire  group)  and  63%  of  the  firms 
are  interested  in  entering  the  insurance  business  or  looking  into  the  pros  and 
cons  of  doing  so  (as  compared  with  58%  on  an  overall  basis.  ) 

While  sentiment  generally  appears  to  favor  broadening  the  NYSE  rules 
to  permit  entry  into  the  life  insurance  business,    leading  firms  are  found  on  both 
sides  of  the  issue.     Of  17  responding  firms  of  some  magnitude  in  the  industry, 
10  expressed  themselves  as  being  in  favor  of  such  a  step  while  7  are  opposed. 
A  list  of  these  firms  is  attached  (Appendix  A.  )    It  will  be  noted  that  a  number  of 
the  larger,    more  prestigious  firms,    are  missing  from  the  list  by  reason  of  not 
having  responded  to  the  questionnaire. 

It  may  also  be  of  interest  that  15  firms  presently  represented  on  the 
Board  answered  the  questionnaire.     Of  this  number,    2  had  no  opinion  on  the  issue. 
The  remaining  13  showed  8  in  favor  and  5  against. 

A  number  of  firms  commented  briefly  on  the  subject.     A  representative 
sampling  of  these  comments  is  attached  as  Appendix  B. 

Observations 


Substantial  sentiment  appears  to  exist  to  have  the  question  of  life  insur- 
ance sales  reopened  by  the  NYSE.     Only  about  one-quarter  of  the  responding  firms 
take  a  negative  view,   with  the  remaining  three-quarters  either  favoring  a  lifting 
of  the  barrier  by  the  Exchange  or  taking  a  neutral  position. 

Some   14%  of  those  firms  which  service  the  public  investor  are  strongly 
interested  in  entering  the  insurance  field  while  another  497o  would  investigate  the 
pros  and  cons  of  the  matter  before  coming  to  a  decision.     It  is  worth  noting,   however, 
that  a  number  of  firms  stated  that  the  force  of  competition  within  our  own  industry 
would  probably  compicl  them  to  sell  insurance  should  that  be  permitted,    although 
they  are  not  enthusiastic  about  the  prospect  of  being  placed  in  this  position. 

To  the  extent  that  firms  taking  a  negative     stance  on  the  issue  offered 
reasons  for  doing  bo,    they  appear  to  share  the  view  that  "if  we  get  into  the  insur- 
ance business  how  can  we  hope  to  keep  insurance  companies  out  of  ours.  "    Other 
firms,    however,    taking  a  positive  approach,    say  "insurance  companies  are  in  our 
business  now,    selling  mutual  funds,    variable  annuities  and  other  equities.     We  must 
have  freedom  to  compete  in  order  to  survive.  " 

ConcluBion 

The  survey  indicates  sufficient  membership  interest  in  the  subject 
to  merit  our  pursuing  it  through  the  Life  Insurance  Sales  Committee,   with  a 
view  to  bringing  the  Committee's  recommendations  to  the  Board  at  the  New 
Orleans  meeting. 


JHO:cb 
Attach.    (2) 


August  14,    1970 
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APPENDIX  A 


Leading  Firme  in  Favor 


Bache  &  Co.   Incorporated 

A.G.    Becker  &  Co.,    Inc. 

Clark,    Dodge  &  Co.  ,    Inc. 

F.  I.    du  Pont,   Glore  Forgan  &  Co. 

Eastman  Dillon,    Union  Securities  &  Co. 

A.G.    Edwards  &  Sons,    Inc. 

Hayden,    Stone  Incorporated 

Hentz  ii  Co. 

E.  F.    Hutton  &  Co.,    Inc. 

Merrill  Lynch,  Pierce,  Fenner  &  Smith,    Inc. 

Shearson,    Hammill  &  Co.  ,    Inc. 

Thomson  &  McKinnon,   Auchincloss 

Dean  Witter  &   Co.  ,    Inc. 


Leading  Firms  Opposed 


Bear,   Stearns  &  Co. 
Burnham  &t  Company 
Dominick  &  Dominick,    Inc. 
W.  E.   Hutton  &  Co. 
Kidder,    Peabody  &  Co.    Inc. 
Lehman  Brothers 
Loeb,    Rhoades  &  Co. 
Shields  &   Co. 
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APPENDIX  B 


Representative  Comments  by  Firms 


'To  maintain  our  share  of  investment  dollars,   we  must  have  ability  to 
compete  with  insurance  companies.  " 

'We  feel  strongly  against  dual  licensing.     We  would  not  fight  any  change 
in  Exchange  rules  to  permit.     However,    in  all  probability,   we  would  not 
avail  ourselves  of  the  opportunity  if  available.  " 

•We  have  asked  the  NYSE  several  times  over  the  past  4  or  5  years  to 
allow  us  to  sell  insurance.     We  have  been  turned  down  each  time.  " 

'Without  a  doubt  many  firms  will  not  be  interested.  However,  once  the 
ice  is  broken,    many  will  see  the  light.      Let's  break  the  ice.  " 

"This  would  be  a  very  important  addition  and  would  fit  in  very  well  with 
the    'total  asset  management'  concept." 

"It's  about  time  we  are  beginning  to  explore  opportunities  of  this  nature 
to  enhance  the  income  of  member  firms.  Let's  hope  this  is  the  initia- 
tion of  new   'creativity'  by  the  Association.  " 

"Strongly  against  -  would  put  smaller  firms  of  our  type  at  even  more  of 
a  competitive  disadvantage  against  the  large  firms." 

"We  must  offer  complete  financial  planning  services  or  will  lose  a  share 
of  our  rightful  business  to  insurance  companies.  " 

"We  should  definitely  have  this  additional  merchandise  as  it  goes  well  with 
mutual  fund  as  a  package  -  Also  supplements  badly  needed  income.  " 

"We  deem  it  of  critical  importance  to  broaden  our  sources  of  revenue  in 
order  to  remain  viable  in  the  face  of  steadily  rising  costs,    limited  pros- 
pects for  increased  commission  rates  and  erratic  movements  in  secu- 
rities trading  volume.     The  sale  of  insurance  and  the  commission  gen- 
erated thereby  would  tend  to  stabilize  revenues  through  swings  in  market 
cycles.  " 


'W 


e  are  very  much  against  the  sale  of  insurance  by  member  firms.  " 
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APPENDIX  B  (cont'd) 


Representative  Comments  by  Firms 


'Believe  that  this  is  a  logical  extension  of  a  complete  package  for 
investment  counseling.  " 

'We  believe  firms  should  have  the  opportunity  to  participate  in  this 
business,   particularly  with  specialized  personnel  involved.  " 

'It  is  vitally  necessary  that  member  firms  get  into  the  race  for  pro- 
viding complete  financial  service  as  soon  as  possible.     Even  if  we 
start  immediately  we  would  be  some  years  behind  our  competitors. 
The  investment  public  needs  competent  in-depth  financial  service, 
and  the  member  firms  are  the  most  likely  to  do  it  with  the  highest 
degree  of  efficiency  if  they  would  be  allowed  to  profit.     It  would  also 
provide  a  stabilizing  income  for  planning  and  budgeting  by  us  all.  " 
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Memorandum  Submitted  to  the  ASEF's  Board  of  Governors  by  the 

Committee  on  Life  Insurance  Sales  in  Support  of  a  Proposal  for 

Removal  by  the  New  York  Stock  Exchange  of  its  Restrictions 

Againat  Life  Insurance  Sales  by  Member  Organizations. 


ASEF  Committee  on  Life  Insurance  Sales 
by  Member  Firms 

Andrew  F.    Peck,    Chairman 

Clark,    Dodge  &  Co.    Incorporated 
Chapman  Clarke 

Thomson  &   McKinnon  Auchincloss  Incorporated 
John  C.    Jansing 

Bache  &   Co.    Incorporated 
John  A.    Orb 

Merrill  Lynch,  Pierce,  Fenner  &  Smith,  Inc. 
Bertram  M.    Wilde 

Janney,    Battles  t   E.W.    Clark,    Inc. 


October,    1970 
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SALE  OF  LIFE  INSURANCE  BY 
NYSE  MEMBER  ORGANIZATIONS 


The  question  of  whether  member  organizations  of  the  New  York 
Stock  Exchange  should  be  permitted  to  engage  in  the  sale  of  life  insurance 
has  been  raised  many  times  with  the  Exchange's  Board,    and  each  time  the 
Board  has  said  no.      The  provisions  of  Rale  318  have  been  cited  as  the  basis 
for  this  policy.      This  rule  restricts  member  organizations  to  engaging  pri- 
marily in  the  business  of  broker  or  dealer  in  securities  or  commodities. 
With  Ebcchange  approval,    members  may  engage  in  "kindred  activities"  but 
the  Board  does  not  regard  the  sale  of  insurance  as  being  "kindred"  to  that 
of  the  securities  business. 

There  is  ample  evidence  that  many  member  firms  do  not  share 
this  view.      Changing  conditions  in  the  economy  and  in  the  securities  business 
itself  are  compelling  firms  to  take  a  fresh  look  at  the  feasibility  of  expanding 
their  businesses  through  the  introduction  of  new  product  lines  and  customer 
services.      The  public  penchant  for  "one  stop"  shopping,    mounting  competition 
from  insurance  companies  and  nonmember  broker-dealers,    and  the  vital  need 
for  new  sources  of  income  and  diversification  of  business,    all  appear  to  be  con- 
tributing toward  a  renewal  of  interest  in  having  the  matter  raised  again  at  the 
NYSE  Board  of  Governors  level. 

ASEF  Involvement  With  the  Issue 

In  early  1968,    the  ASEF's  Executive  Committee  determined  to  look 
into  the  question  of  whether  member  firms  and  their   registered  representatives 
should  be  permitted  by  the  Exchange  to  sell  life  insurance  and  variable  annuities 
in  addition  to  securities.     A  committee  was  appointed  under  the  chairmanship  of 
Bertram  M.    Wilde.      This  committee  exannined  into  various  aspects  of  the  matter 
and  concluded  that  conceptually  the  idea  of  affording  member  firms  greater  lati- 
tude in  engaging  in  such  activities  as  the  sale  of  life  insurance  was  basically 
sound.     It  was  agreed  that  should  the  NYSE  remove  the  barrier  to  such  activity, 
it  would  serve  to  open  up  appropriate  new  avenues  of  needed  revenue  for  mem- 
ber firms  and  enable  them  to  round  out  the  financial  services  available  to  cus- 
tomers.     The  Committee  also  found,    however,    that  as  a  practical  matter  the 
industry  was  faced  with  too  many  uncertainties  at  the  time  to  risk  compounding 
its  problems  by  permitting  members  to  engage  in  new  fields  of  endeavor  while 
they  were  experiencing  severe  difficulties  in  handling  expeditiously  the  secu- 
rities business  they  already  had.      The  Comnnittee,    therefore,    recomnnended 
that  the  Exchange  be  advised  that  the  ASEF  was  sympathetic  to  the  views  of 
members  seeking  relief  fronn  the  onerous  restrictions   placed  upon  members 
in  this  regard  and  felt  the  question  should  be  reopened  for  active  consideration 
as  soon  as  the  industry's  operational  capacity  had  improved  to  the  point  of  being 
able  to  take  such  a  development  in  stride.     The  Board  concurred  with  the  Com- 
mittee's findings  and  advised  the  Exchange  accordingly. 
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-  2  - 

By  late  1969,    the  situation  had  changed  dramatically  in  the  industry. 
Market  trading  volume  was  at  a  relatively  low  level;  firms  were  having  difficulty 
in  operating  profitably  with  the  limited  product  line  permitted;  customer  demand 
for  complete  and  comprehensive  financial  counseling  was  said  to  be  increasing; 
principals  and  registered  representatives  were  seeking  new  sources  of  personal 
income;  and  the  operations  "logjam"  which  plagued  the  industry  in  1968  and  early 
1969  had  been  broken.      The  Board  responded  by  appointing  a  new  Committee  to 
review  the  various  facets  of  the  problem  in  the  light  of  the  changed  conditions  to 
ascertain  whether  the  time  had  come  to  revive  the  matter  with  the  NYSE. 

This  Committee,    under  the  chairmanship  of  Andrew  F.    Peck,    reported 
its  findings  to  the  Board  of  Governors  in  May  in  St.    Louis.     It  reaffirmed  the  views 
of  the  earlier  Committee  and  suggested  that  the  Exchange  be  prevailed  upon  once 
again  to  consider  amending  its   rules  to  permit  interested  member  organizations 
to  engage  in  the  business  of  selling  life  insurance.      The  Committee  agreed  that 
such  activity  should  be  subject  to  such  control  as  the  Exchange  might  find  nec- 
essary or  appropriate  to  assure  adherence  by  members  to  standards  in  the  sale 
of  life  insurance  comparable  to  those  observed  in  the  conduct  of  the  securities 
business. 

In  arriving  at  this  conclusion,    the  Committee  took  cognizance  of 
action  taken  by  the  Midwest  Stock  Exchange  to  allow  members  to  sell  insurance 
as  an  ancillary  financial  service  to  public  customers.     It  also  anticipated  that  the 
NYSE,    if  approached  again  at  this  time,    might  find  such  policy  questions  as  that 
of  nonmember  access  and  institutional  membership  to  have  such  a  close  relation- 
ship to  the  question  of  life  insurance  sales  as  to  make  it  inappropriate  to  recon- 
sider the  insurance  sales  question  until  the  more  fundamental  issues  are  resolved. 
The  Committee  felt,    however,    that  these  matters  were  not  so  interrelated  that  they 
could  not  be  dealt  with  effectively  as   separate  matters. 

The   Board  was   sympathetic  to  the  Committee's  views  and  directed 
that  the  matter  be  pursued  diligently  in  whatever  way  the  Committee  might  think 
appropriate. 

The  Factor  of  Competition 

Competition  with  insurance  companies,    nonmember  brokers  and 
dealers  and  other  financial  institutions  takes  two  principal  forms  -  competition 
for  the  investors'   savings  or  speculative  dollar  and  competition  for  able,    ener- 
getic and  productive  salesmen.     Insurance  companies,    in  search  of  profit  oppor- 
tunities in  the  area  of  equity  investment,    are  becoming  more  and  more  active  in 
offering  variable  annuities  and  mutual  funds, and  nonmember  broker-dealers, 
free  of  NYSE  restrictions,    are  combining  equities  and  insurance  in  offering 
customers  the  advantages  of  "one  stop"  financial  shopping  through  multiple 
product  merchandising.      NYSE  members,    therefore,    are  becoming  increasingly 
concerned  that  unless  they  are  free  to  meet  this  challenge  they  will  find  them- 
selves at  a  distinct  competitive  disadvantage  in  endeavoring  to  fulfill  the  invest- 
ment needs  of  customers. 
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Competition  for  salesmen  may  concern  a  larger  segment  of  the 
industry  than  that  for  business  per  se.     Some  firms  seem  justifiably  concerned 
that  the  young  potential  salesman  seeking  a  rewarding  career  in  finance  may 
well  shun  the  member  firm  community  when  faced  with  a  choice  of  working 
for  a  financial  organization  where  he  can  sell  insurance,    variable  annuities, 
mutual  funds  and  other  securities,    o£  for  a  member  firm  where  his  opportunity 
and  sales  vision  may  be  limited.      This  may  become  even  more  of  a  problem 
should  salesmen's  incomes  decrease  due  to  less  generous  commission- sharing 
arrangements  or  to  prolonged  periods  of  low  volume  in  the  securities  markets. 
Increasing  income  potential  by  broadening  the  line  of  financial  products  and  ser- 
vices available  for  sale  seems  a  logical  approach  to  problems  brought  on  by  the 
profits  squeeze  in  the  industry  and  perhaps  essential  to  the  recruiting  and  main- 
tenance of  a  capable  and  contented  sales  force. 

Evidence  of  the  eagerness  of  nonmember  firnns  and  insurance  com- 
panies to  attract  productive  salesmen  away  from  member  firms  may  be  found 
daily  in  the  classified  ads  appearing  in  such  publications  as  the  Wall  Street 
Journal.     One  such  recent  ad  offers  "the  opportunity  to  sell  a  balanced  combin- 
ation of  mutual  funds  and  life  insurance  via  our  exclusive  proved-effective. 
computerized  Financial  Planning  Program.      (If  you  don't  have  a  life  insurance 
license,    we'll  help  you  qualify  for  one  quickly  so  you  start  selling  almost  imme- 
diately. )"    Ads  of  this  kind  are  directed  to  producers  who  have  experienced  a 
slump  in  earnings  or  whose  employing  firnns  are  among  those  cutting  back  on 
offices,    people  and  sales  comnnissions.      The  impact  of  such  advertising  upon 
the  ability  of  member  firms  to  retain  desirable  salesmen  would  appear  greater 
today  than  at  any  time  in  the  recent  past.      Therefore,    even  firms  which  may  not 
have  a  strong  interest  in  developing  an  active  insurance  business  may  find  them- 
selves disadvantaged  due  to  the  NYSE's  rigid  policy  against  any  involvement  in 
such  activity  whatsoever. 

Concerns  of  the  NYSE 


As  noted  heretofore,    the  provisions  of  Rule  318  have  been  cited  by 
the  Exchange  as  the  basis  for  its  stance  on  the  issue  of  life  insurance  sales  by 
members.      The  "primary  purpose"  doctrine  underlying  this  Rule  is  the  principal 
basis  upon  which  the  Exchange  is  relying  in  its  efforts  to  exclude  institutions 
from  Exchange  membership.      The  question  which  arises  is  whether  the  Exchange's 
position  might  not  be  seriously  weakened  in  the  event  insurance  sales  were  per- 
mitted and  at  some  point  this  activity  became  the  dominant  type  of  business  of 
one  or  more  firms.     With  the  weakening  of  the  "primary  purpose"  doctrine,    the 
Exchange  might  find  itself  unable  to  continue  its  resistance  to  institutional  mem- 
bership,   with  the  result  that  this  important  and  fundamental  question  may  be  re- 
solved unsatisfactorily  through  evolution  rather  than  on  the  basis  of  its  own  in- 
trinsic nnerits. 
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Aside  from  this  consideration,    the  Exchange  position  appears  to 
reflect  fear  that  expansion  of  member  organizations  into  the  insurance  busi- 
ness would  open  up  a  Pandora's  box  of  new  problems  for  the  membership  as 
well  as  the  Exchange  itself.     Maintenance  of  high  standards  of  sales  training 
and  supervision  might  prove  difficult.     Compliance  problems  would  be  multi- 
plied by  the  need  for  understanding  and  observing  a  body  of  generally  unfamiliar 
regulations  and  by  the  necessity  for  establishing  working  relationships  with  new 
regulatory  bodies. 

Whether  these  concerns  are  sufficiently  valid  to  justify  the  Exchange's 
apparent  inclination  to  assign  a  low  priority  to  this  issue  is  a  matter  of  opinion. 
All  present  indications  are  that  top  Exchange  management  is  not  likely  to  yield 
to  anything  less  than  strong,    organized  pressure  to  have  the  question  presented 
to  the  Board  for  reconsideration  at  this  time.     Active  interest  on  the  part  of  the 
major  firms  in  forcing  the  issue  nnight  be  effective  in  this  regard. 

The  Midwest  Stock  Exchange  Position 

In  November,    1969,    the  Midwest  Stock  Exchange  changed  its   rules 
to  permit  member  organizations  to  engage  in  the  sale  of  life  insurance  as  an 
ancillary  financial  service  to  public  customers.     In  taking  this  step,    Michael  E. 
Tobin,    MSE  president,    said  "It  is  our  intention,    in  allowing  member  firms  also 
to  sell  life  insurance,    to  make  it  possible  for  them  to  offer  a  well-rounded,    full- 
service  financial  program  to  their  individual  and  institutional  customers.     Life 
insurance  is  an  integral  part  of  such  a  program.  " 

Membership  response  to  this  move  has  been  encouraging  but  not 
overwhelming.     According  to  Frank  J,    Rothing,    Senior  Vice  President,    7  firms 
and  130  Registered  Representatives  have  been  cleared  to  sell  life  insurance, 
7  additional  firms  have  filed  qualifying  plans  with  the  Exchange  and  are  awaiting 
approval  and   16  additional  firms  have  asked  for  literature  explaining  the  program. 
Plans  to  hold  seminars  around  the  country  to  pronnote  the  idea  have  been  abandoned. 
Instead,    a  kit  of  materials  has  been  prepared  outlining  the  steps  to  be  followed  in 
seeking  permission  to  sell  insurance,    registration  and  training  requirements, 
State  licensing  laws  and  MSE  surveillance  procedures.      The  kit  is  made  available 
to  interested  firms. 

Conclusion 


Many  forces  appear  to  be  at  work  to  break  down  traditional  barriers 
to  member  firm  involvement  in  financial  areas  other  than  stocks,    bonds  and 
commodities.      The  need  for  new  sources  of  income,    opportunities  for  diversi- 
fication and  freedom  to  compete  effectively  in  a  rapidly  changing  investment  en- 
vironment will  ultimately  create  pressures  for  change  to  which  the  NYSE  will 
have  to  respond, whether  willingly  or  not.      The  question,    then,    is  whether  to 
move  aggressively  to  accelerate  such  a  development  or  to  react  only  to  situations 
as  they  arise  in  the  normal  course  of  events. 
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The  ASEF's  Board  of  Governors  has  given  the  green  light  to  the 
Committee  on  Life  Insurance  Sales  to  pursue  this  matter  in  any  way  it  may 
see  fit.     The  next  step  would  seem  to  be  the  development  by  the  Committee 
of  a  plan  of  action  designed  to  organize  nnembership  interest  in  having  the 
Exchange  undertake  a  thorough  and  thoughtful  study  of  the  question  with  a 
view  to  NYSE  Board  action  as  soon  as  possible. 


pM^^v 


JHO:cb 

June  24,    1970 
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RULE    345.17 


.17     Agreementt. — Each  prospective  registered  representative  nr  officer  shall 
sign  the  following  statements: 

(a)  "I  authorize  and  request  any  and  all  of  my  former  emjilnyers 
and  any  other  person  to  furnish  to  the  Exchange,  or  any  agent  acting 
on  its  behalf,  any  information  they  may  have  concerning  my  credit 
worthiness,  character,  ahility,  business  activities,  general  reputation, 
mode  of  living  and  personal  characteristics,  together  with,  in  the  case 
(if  former  employers,  a  history  of  mv  employment  hy  them  and  the 
reasons  for  the  termination  thereof.  Moreover,  I  hereby  release  each 
such  employer  and  each  such  other  (person  from  any  and  all  liability 
of  whatsoever  nature  by  reason  of  furnishing  such  information  to  the 
Kxchange  or  any  agent  acting  on  its  behalf 

"Further,  1  recognize  that  I  will  be  the  subject  of  an  investigative 
consumer  report  ordered  by  the  Excli.nnge  and  that  I  have  the  right 
to  request  complete  and  accurate  discln-iirc  by  the  Exchange  of  the 
nature  and  scope  of  the   investigation   requested. 

(b)  I  authorize  the  New  York  Stock  Exchange  to  make  available  to 
any  prospective  employer,  or  to  any  Federal.  State  or  Municipal  agency, 
any  information  if  may  have  concerning  me.  and  I  hereby  release  the 
New  York  Stock  Exchange  from  any  and  all  liability  of  whatsoever 
nature  by  reason  of  furnishing  such  information 

(c)  I  agree  that  the  decision  of  the  New  York  Stock  Exchange  as 
to  the  results  of  any  examinations  it  may  require  me  to  take  will  be 
accepted  by  me  as  final,  and  that  I  shall  be  subject  to  the  penalties  pro- 
vided for  under  Rule  345(c)  of  the  Board  of  Governors,  as  from  time  to 
time  amended,  if,  in  the  opinion  of  the  Exchange,  I  have 

(1)  violated  any  provision  of  the  Constitution  or  of  any  rule 
adopted  by  the  Board  of  Governors  ; 

(2)  violated  any  of  my  ag^-eements  with  the  Exchange ; 

(3)  made  any  misstatements  to  the  Exchange ;  or 

(4)  been  guilty  of  (i)  conduct  inconsistent  with  just  and  equitable 
principles  of  trade,  (ii)  acts  detrimental  to  the  interest  or  welfare  of 
the  Exchange,  or  (iii)  conduct  contrary  to  an  established  practice 
of  the  Exchange. 

(d)  I  have  read  the  Constitution  and  Rules  of  the  Board  of  Governors 
of  the  New  York  Stock  Exchange  and,  if  approved,  1  hereby  pledge 
myself  to  abide  by  the  Constitution  and  Rules  of  the  Board  of  Governors 
of  the  New  York  Stock  Exchange  as  the  same  have  been  or  shall  be  from 
time  to  time  amended,  and  by  all  rules  and  regulations  adopted  pursuant 
to  the  Constitution,  and  by  ^ill  practices  of  the  Exchange." 

Further,  each   registered   representative,  in  consideration  of  the  Exchange's 
approving  Ins  application,  shall  sign   the  following  statements: 

(A)  "That  I  will  not  guarantee  to  my  employer  or  to  any  other 
creditor  carrying  a  customer's  account,  the  payment  of  the  debit  balance 
in  such  account,  without  the  prior  written  consent  of  the  Exchange. 

(T!)  That  I  will  not  guarantee  any  customer  against  loss  in  his 
account  or  in  any  way  represent  to  any  customer  that  I  or  my  employer 
will  guarantee  the  customer  against  such  losses. 

(C^  That  I  will  not  take  or  receive,  directly  or  indirectly,  a  share  in 
the  profits  of  any  customer's  account,  or  share  in  any  losses  sustained 
in  any  such  account. 
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(D)  That  I  will  not  make  a  cash  or  n)ar(;in  transaction  or  maintain 
a  cash  or  marpin  account  in  securities  or  commodities,  or  have  any 
direct  or  indirect  financial  interest  in  such  a  transaction  or  account,  except 
with  a  member  orfjaniiation  or  with  a  bank.  I  understand  and  affrce 
that  no  such  transaction  may  be  elfected  and  no  such  account  may  be 
maintained  williout  the  prior  consent  of  my  employer,  and  that  except 
for  Monthly  Investment  Plan  transactions  such  employer  must  receive 
promptly,  ilirectly  from  the  carryuii;  member  orpnni7ation  or  bank, 
duplicate  copies  of  nil  confirmations  .mil  sl.ilrnients  relating  to  such 
transnrtions  or  account.  I  further  understand  and  apree  that  T  shall 
receive  no  compensation  for  commissions  or  prndts  larned  on  any  trans- 
aitioii  or  account  in  which  1  hav<'  a  direct  or  indirect  financial  interest, 
except  with  the  approval  of  my  employer  and  in  accordance  with  the 
rules  of  the  Kxchanpe. 

(E)  That  I  will  not  rebate,  directly  or  indirectly,  to  any  person, 
firm  or  corporation  any  part  of  the  compensation  I  receive  as  a  registered 
einpliiyre,  and  I  will  not  pay  such  compens.ilion.  or  any  part  thereof, 
directly  or  indirectly,  to  any  person,  firm  or  corporation,  as  a  bonus, 
commission,  fee  or  other  consideration  for  business  sought  or  procured 
fnr  ine  or  fur  any  nieniber  or  member  organization  of  the  Rxchanpe 


(F)  That  at  any  time,  upon  the  request  of  the  Deparfmcnt  of  Mem- 
ber Firms,  or  of  any  Committee  or  other  Oepartment  of  the  New  York 
Stock  Exchange,  I  will  appear  before  such  Committee  or  Department 
and  Rive  evidence  upon  any  subject  under  investigation  by  any  such 
Committee  or  Department,  and  that  I  will  produce,  upon  rerpiest  of  the 
Exchange,  all  of  my  records  or  docunirnis  relative  to  anv  inquiry  being 
made  by  the  Exchange. 

((i)  I  understanil  that  any  cli.intjes  m  c unipens.ition  in  atiy  form,  or 
additional  compensation  in  any  form,  mav  be  subject  Ir)  disapproval  by 
the  New  Nork  Slock  Exchange,  ami  tli.it  1  may  not  be  cc.mpensatcd  for 
business  done  by  or  through  my  employer  .after  the  termination  of  my 
employment  except  as  may  be  permitted  l,y  the  I'.xchangc. 

(II)  1  agree  that  I  will  not  take,  accept,  or  receive,  directly  or 
indirectly,  from  any  person,  firm,  corporatidn  or  .issociatinn.  other  than 
my  employer,  compensation  of  any  n.iliire,  .is  .i  bonus,  commission,  fee. 
gratuity  or  other  consideration,  in  cniiiiection  willi  any  seciiritii's^Jcom- 
moditiesltraiisaction  or  transactions,  except  willi  the  prior  written  con- 
seiit  id  the  Exchange. 

(\)  I  will  notify  the  Department  of  MiihIkt  b'irms  pnmiptly  if. 
during  the  tenure  of  my  eniployineiil.  I  beccnnc  iiivulved  in  any  litigation 
or  if  any  judgments  are  found  .against  in<- :  nr  if  my  registralioii  or  license 
ti>  sell  nr  ileal  in  securities  nrltn  limrlii.ii  as  :ii,  mvisiiiiiMi  advisor  is  ever  re- 


frnm  sellinj;  or  dealing  in  securities  or|froni  fiimlioning  as  an  investnuiil 
advisor:  or  if  I  .im  arrested,  siiniinonrd,  :lrr.ll^,'nell  or  indicted  for  .i 
criminal  offense;  or  if  I  become  involved  in  b.inkruptcy  proceedings. 

(j)  I  .igree  that  .iny  controversy  brlwein  me  and  any  member  or 
member  organi/atioii  or  ,iffiliate  or  subsidiary   lliereof  arising  out  of  my 

■  lynieiit  or  the  termination  of  my  eiiiploynnnl  shall  be  settled  by 
ly    siicl 


the   termination 
ibitraliiiii   ,il    llie   instance   of 
,irl>itralioii   |irocidurc  prescribed   in 
taining  of  the  New  York  Stock  Ev 
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(K)   If  the  F.xclianK'e.  Hnrinj;  tlic  pcri.-.l  cf  .V)  .l:iys  m.nucl.atdy  fol- 
lowii.L'  tcrinii.atu.n  of  my  eniploytiirtit  ^ivcs  nif  written  notice  tliat  tl.c 
l-.xrl.annf  is  n,:.kinc  iiu|uiry  into  any  s,.r,in<-.l  matirr  or  matters  rK-currn.K 
prior  to  termination  of  sncli  employnunl.  I  a^r.  r  Hiat  I  will  lliercaftcr. 
c..n.i>ly  witli  any  rc.iuest  of  the  F.x.  hanu.-  for  me  to  ai.).(ar  an.l  testify. 
snl.M.h  recor.ls.  res,.on.l  to  written  re.in.-sts,  attend  hcannRS.  an.t  accept 
.liscplinary  charROS  or  penalties  with  i.spect  lo  tlie  matter  or  matters 
sperifie.l  in  sncli  notice  in  every  respect  in  c<.nf<.rinance  with  the  (  onsti- 
liitioM    Knles  and  practices  of  the  F.x.  han^e  in  tlie  same  manner  atid  to 
ihr  same  extent  as  require<l  to  do  if  I  hail  remained  an  employee.    If  I 
refuse  to  accept  such  written  notice  or.  having'  heen  (jiven  such  notice, 
refuse  or  fail  to  comply  with  any  such  re.piest  of  the  Fxcli:.n(re,  I  a^rec 
that  such  refusal  or  failure  may.  in  the  diserelion  of  the  F.xchance.  act 
as   a   l.ar   lo   future   FxcliauRe   approval   of   my   employment    until    such 
time  ,is   the   FxchanRe   has  completed   investipfation   into  the   matter  or 
matters  specified  in  such  notice;  has  delermii.ed  a  penalty,  if  any    to  be 
imposed  acainst  me;  and  until  the  penalty,  if  any.  has  heen  carried  out. 
Amcndinenti. 
February  3.  1%6 
March  26.  1970. 
nocnihir  1.  1970 
Fffr.  live  April  1.  1971. 
4tw  York  Stock  E«chinf«  Ouidt  HuU  348      H  2341.17 


NEW  RULE  318.13 

,13  Member  organizations  may  engage  in  the  sale  of  life  insurance 

only  through  members,  allied  members  or  registered  representatives 
who  meet  the  licensing  and  other  requirements  of  applicable 
insurance  laws. 
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NEW        YORK        STOCK        EXCHANGE,         INC. 
MEMORANDUM 

November    18,    1971 

-pO:  Board   of   Governors 

FROM:  Advisory  Committee 

SUBJECT:       SALE   OF   LIFE    INSURANCE    BY   MEMBER    ORGANIZATIONS 

The  Advisory   Committee   has   considered    the    staff   memorandums 
dated   November   9   and   November    16,    1971    and   recommends    to   the    Board    of 
Governors   approval   in   principle    -    for   discussion  with   the   SEC   staff 
and   resubmission  at    a    future   meeting   of    the    Board    -    of   amendments    to 
Rules    311,    318,    345.17(1)    and    351    to   permit    the    sale    of    life    insurance 
by   persons    qualified   to   sell    securities. 


NEW    YORK    STOCK    EXCHANGE.    INC. 

MEMORANDUM 

November   16,    1971 
TO:  The  Advisory  Committee 

FROM:  Department   of  Member  Firms 

SUBJECT:       Sale   of  Life   Insurance   by  Member  Organizations 

In   the  event   that   the   Board   of  Governors   adopts 
the   amendments    to  Rules   345.17(1)    and   Rule   311   and   new  Rule   351 
on  November   18,    1971   Exhibit   II   relating   to   the   insurance  memor- 
andum  should   read   as   attached. 
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RULE    345.17 


.17    AKrtcmcnu. — Each  prospective  registered  representative  or  officer  shall 
siifn  the  following  statements: 

(a)  "I  authorize  and  request  any  and  all  of  my  former  employers 
and  any  other  person  to  furnish  to  the  Rxchanpe,  or  any  afjent  actinp 
on  its  behalf,  any  information  they  may  have  concerning  my  credit 
worthiness,  character,  ahility,  business  activities,  general  reputation, 
mode  of  living  and  personal  characteristics,  together  with,  in  the  case 
(if  former  employers,  a  history  of  mv  employment  by  them  and  the 
reasons  for  the  termination  thereof  Moreover.  I  hereby  release  each 
such  employer  and  each  s\ich  other  person  from  any  and  all  liability 
of  whatsoever  nature  by  reason  of  furnishing  such  information  to  the 
Kxchange  or  any  agent  acting  on  its  behalf. 

"Further,  I  recognize  that  I  will  he  the  subject  of  an  investig.ntive 
consumer  report  ordered  by  the  Exch,nnge  and  that  I  have  the  right 
to  request  complete  and  accurate  disclosure  by  the  Exchange  of  the 
nature  an<l  scope  of  the  investigation  requested. 

(b)  I  authorize  the  New  York  Stock  Exchange  to  make  available  to 
any  prospective  employer,  or  to  any  Federal,  State  or  Municipal  agency, 
any  information  it  may  have  concerning  me,  and  I  hereby  release  the 
New  York  Stock  Exchange  from  any  and  all  liability  of  whatsoever 
nature  by  reason  of  furnishing  such  information 

(c)  I  agree  that  the  decision  of  the  New  York  Stock  Exchange  as 
to  the  results  of  any  examinations  it  may  require  me  to  take  will  be 
accepted  by  me  as  final,  and  that  I  shall  be  subject  to  the  penalties  pro- 
vided for  under  Rule  345(c)  of  the  Board  of  Governors,  as  from  time  to 
time  amended,  if,  in  the  opinion  of  the  Exchange,  I  have 

(1)  violated  any  provision  of  the  Constitution  or  of  any  rule 
adopted  by  the  Board  of  Governors ; 

(2)  violated  any  of  my  agreements  with  the  Exchange  ; 

(3)  made  any  misstatements  to  the  Exchange ;  or 

(4)  been  guilty  of  (i)  conduct  inconsistent  with  just  and  equitable 
principles  of  trade,  (ii)  acts  detrimental  to  the  interest  or  welfare  of 
the  Exchange,  or  (iii)  conduct  contrary  to  an  established  practice 
of  the  Exchange. 

(d)  I  have  read  the  Constitution  and  Rules  of  the  Board  of  Governors 
of  the  New  York  Stock  Exchange  and.  if  approved,  I  hereby  pledge 
myself  to  abide  by  the  Constitution  and  Rules  of  the  Board  of  Governors 
of  the  New  York  Stock  Exchange  as  the  same  have  been  or  shall  be  from 
time  to  time  amended,  and  by  all  rules  and  regulations  adopted  pursuant 
to  the  Constitution,  and  by  all  practices  of  the  Exchange." 

Further,  each   registered   representative,  in  consideration  of  the  Exchange's 
approving  his  application,  shall  sign  the  following  statements: 

(A)  "That  I  will  not  guarantee  to  my  employer  or  to  any  other 
creditor  carrying  a  customer's  account,  the  payment  of  the  debit  balance 
in  such  account,  without  the  prior  written  consent  of  the  Exchange. 

iU)  That  I  will  not  guarantee  any  customer  against  loss  in  his 
account  or  in  any  way  represent  to  any  customer  that  1  or  my  employer 
will  guarantee  the  customer  against  such  losses. 

(Cj  That  I  will  not  take  or  receive,  directly  or  indirectly,  a  share  in 
the  profits  of  any  customer's  account,  or  share  in  any  losses  sustained 
in  any  such  account. 


EXHIBIT   II 
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EXHIBIT    II 


(i:>)  That  I  will  not  ma'.ic  a  cash  ur  ni.irjrin  transaction  or  maintain 
a  cash  or  margin  account  in  securities  or  commodities,  or  have  any 
direct  or  indirect  financial  interest  in  such  a  transaction  or  account,  except 
with  a  member  organization  or  with  a  hank.  I  understand  and  agree 
that  no  such  transaction  may  lie  elfectcd  and  no  such  account  may  be 
maintained  without  the  prior  consent  nf  my  employer,  and  that  except 
for  Monthly  Investment  Plan  transactions  stich  employer  must  receive 
promptly,  ilirectly  from  the  carrying  miinbir  organisation  or  bank, 
(hiplicatc  copies  nf  all  confirmations  ami  statonicnts  relating  to  such 
tran-actinns  or  account  I  fiirthir  understand  and  agree  that  I  shall 
receive  no  compensation  for  commissions  nr  jirofits  earned  on  any  trans- 
action or  account  in  which  1  have  a  .lircct  or  indirect  financial  interest. 
eNCcpt  with  the  approval  of  my  employer  and  in  accordance  with  the 
rules  of  the  Exchange. 

(E)  That  I  will  not  rebate,  directly  or  indirectly,  to  any  person, 
firm  or  corporation  any  part  of  the  compensation  I  receive  as  a  registered 
employee,  and  I  v^•ill  not  pay  such  compensation,  or  any  part  thereof, 
directly  or  indirectly,  to  any  person,  firm  or  corporation,  as  a  bonus, 
commission,  fee  or  other  consideration  for  business  sought  or  procured 
for  nic  or  for  any  member  or  member  organization  of  the  Exchange. 

(F)  That  at  any  time,  upon  the  request  of  the  Department  of  Mem- 
ber Firms,  or  of  any  Committee  or  other  Department  of  the  New  York 
Stock  Exchange,  I  will  appear  before  such  Committee  or  Department 
and  give  evidence  upon  any  subject  under  investigation  by  any  such 
Committee  or  Department,  and  that  I  will  produce,  upon  request  of  the 
Exchange,  all  of  my  records  or  documents  relative  to  any  inquiry  being 
made  by  the  Exchange. 

(C)  1  understand  that  any  ch.ingcs  in  compensation  in  any  form,  or 
additional  compen.sation  in  any  form,  may  be  subject  to  disapproval  by 
the  New  York  Slock  Exchange.  ;ind  th.il  1  m.iy  not  be  compensated  for 
business  done  by  or  through  my  employer  after  the  termination  of  my 
employment  except  as  may  be  permitted  by  the  Exchange. 

(HI  I  agree  that  I  will  not  lake,  accept,  or  receive,  directly  nr 
indirectly,  from  any  person,  firm,  corporation  or  association,  other  than 
iny  employer,  compensation  of  any  nature,  .i^  a  hoiiiis.  commission,  fee. 

Cratnity  or  other  consideration,  in  conneclloii  wilh  any  s<  ciiritie-jiirjrnm- or    insurance 

nioditirs  Itransactmn  or  traii.sactioiis.  cxeepl   with  the  prior  written  con- 
sent  of  the  Exchange. 


H4~«Lwill    notify    the    Deparlment   of    Member    I'irms    proinptl 
luring  the  tetrrwcjif  my  employinciil.  I  beronie  involixJ-rrrTTiivlitig.-' 


or  if  any  judgmeiur^TlWoiinH  against  me^.ut-rf-flryregistral  ion  nr  license      gee    attached     propOSeC 

lo  sill  ,,r  (IctI  ill  srcnritics  or  to  fiiiKHirffrns  .iii  invrsim.nt  advisor  is  evir  re-      „_„„j ^    ^jr    d,,i  ^ 

fiiMd.  M.sprnded  orreiiok^trTTr'if  I  b.vmrR^^oiriMed.  Iem,«,rarilv  or  otherwise,      amendment     of    Rule 
from  selbnjjj»r-rtfaTmg  in  securities  or  from  riiTtrtiomng  as  an  investment      345  .17(1 
.■uUtrsofTiir   if   I    am    arrested,    summoned,   .irraigne'I"  or  Jndirted    for   a 
criminal  olTense;  or  if  I  become  involved  in  bankruptcy  proceedrngs. 

(J)  I  agree  that  any  controversy  belween  nic  and  any  member  or 
member  organi/ation  or  affiliate  or  siibvidiary  ihereof  arising  nut  of  my 
iniployiiient  or  the  termination  of  my  employment  shall  be  settled  by 
arbitration  at  the  instance  of  .any  sncli  parly  in  accordance  wilh  the 
arbitration  procedure  prescribed  in  the  roiisiiiutidn  and  rules  then  ob- 
taining of  the  New  York  Stock  F.xcliange." 
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Exhibit  II 
New  language  underlined 

PROPOSED  AMENDMENT  OF  RULE  345.17(1) 
Rule  345.17(1)      I  will  notify  my  member  organization  and  the 
Department  of  Member  Firms  promptly  if,  during  the  tenure  of  my 
employment  I  become  the  subject  of :   any  investigation  or  proceeding 
by  any  governmental  or  securities  or  insurance  industry  self- 
regulatory  body;  a  refusal  of  registration,  injunction,  censure, 
suspension,  expulsion  or  other  disciplinary  action  by  any  govern- 
mental or  securities  or  insurance  industry  self -regulatory  body; 
a  major  complaint  by  a  customer  of  a  member  organization  or  by  a 
broker-dealer  in  securities;  a  disciplinary  action  by  a  member 
organization;  any  litigation  or  arbitration  alleging  my  violation 
of  any  agreement  with  or  provision  of  any  securities  industry  self- 
regulatory  body's,  constitution,  by-laws,  or  rules  or  any  securities 
or  insurance  law  or  regulation;  or  any  bankruptcy  or  contempt  pro- 
ceeding, cease  and  desist  order,  injunction  or  civil  judgment  as 
party  defendant;  or  any  arrest,  summons,  arraignment,  indictment, 
or  conviction  for  a  criminal  offense  (other  than  minor  traffic 
violations) ;  or  any  material  allegation  that  I  have  conducted  myself 
in  a  way  which  may  be  inconsistent  with  just  and  equitable  principles 
of  trade,  or  detrimental  to  the  interest  and  welfare  of  the  Exchange, 
or  contrary  to  an  established  practice  of  the  Exchange;  or  if  I 
violate  any  provision  of  the  Exchange  Constitution  or  of  any  rule 
adopted  by  the  Board  of  Governors  or  of  any  securities  or  insurance 
law  or  regulation  or  of  any  agreement  with  the  Exchange. 
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(K)  If  llic  Exchange,  rtiiriiij;  the  period  of  30  .lays  iiuincdiatily  fol- 
lowinj;  tcrmiiiatum  of  luy  einployiiKtit  >,'ivis  me  wrilton  notice  tlial  llic- 
I'.xriiaiicc  is  tiiakiiiR  iiu|iiiry  into  any  s|nTifu(l  matter  or  matter^  occurrinc 
prior  to  termination  o(  snili  cmplovmenl,  I  at;rir  that  I  will  thereafter, 
comply  with  any  rc.piest  of  the  F.xrhann.-  for  me  to  appear  an.l  testify, 
snliiiiil  records,  respond  to  written  reiptests.  attend  hearings,  and  accept 
diMiplinary  cliarfjcs  or  penalties  with  i.specl  lo  the  matter  or  matters 
specified  in  snch  notice  in  every  respect  in  conformance  with  the  Coiisti- 
tutiMM.  Rules  and  practices  of  Ih.'  F.X(han^,'^  in  the  same  manner  and  to 
the  sanii'  extent  as  rcqnirc.l  to  do  if  I  h.id  rem.iined  an  employee.  If  I 
refuse  to  aciept  such  written  notice  or.  having  hecn  (jiven  such  notice, 
refuse  or  fail  to  comply  with  any  s\tch  riipiest  of  the  F.xchance,  I  a^rcc 
that  snch  refnsal  or  failnre  may,  in  tin-  .liscretion  of  the  F.xclian(;e.  act 
as  a  har  lo  future  Exchange  appr.ival  of  my  emiiloyment  until  such 
time  as  the  ExchauRe  has  completed  invesli(;ation  iiitf)  the  matter  or 
matters  specified  in  snch  notice:  has  determined  a  penally,  if  any.  to  he 
imposed  against  me;  and  Mntil  the  penalty,  if  any.  has  heen  carried  out. 
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Ffbruary  3.  1966 
March  26.  1970. 
Dec<nil)cr  1.  1970. 
rffcilivc  April  1.  I97I. 

New  York  Stock  Exchansc  Guide  Rul*  34S      112345.17 


NEW  RULE  318.13 

13  Member  organizations  may  enRage  in  the  sale  of  life  insurance 

only  through  members,  allied  members  or  registered  representatives 
who  meet  the  licensing  and  other  requirements  of  applicable 
insurance  laws. 
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EXHIBIT  II 


NEW  RULE  351 
Rule  351.      Whenever  any  employee  of  a  member  or  member 
organization  who  is  registered  with  the  Exchange,  has  ever  been 
or  becomes  the  subject  of: 

a)  any  investigation  or  proceeding  by  any  governmental 
or  securities  or  insurance  industry  self-regulatory 
body;  or 

b)  a  refusal  of  registration,  injunction,  censure, 
suspension,  expulsion  or  other  disciplinary  action 
by  any  governmental  or  securities  or  insurance 
industry  self-regulatory  body;  or 

c)  a  major  complaint  by  a  customer  of  a  member  organ- 
ization or  by  a  broker-dealer  in  securities;  or 

d)  a  disciplinary  action  by  a  member  organization;  or 

e)  any  litigation  or  arbitration  alleging  the  violation 
by  the  registered  employee  of  any  agreement  with  or 
provision  of  any  securities  industry  self-regulatory^ 
body's,  constitution,  by-laws,  or  rules  or  any  securi- 
ties or  insurance  law  or  regulation;  or 

f)  any  bankruptcy  or  contempt  proceeding,  cease  and 
desist  order,  injunction  or  civil  judgment  as  party 
defendant;  or 

g)  any  arrest,  summons,  arraignment,  indictment  or 
conviction  for  a  criminal  offense  (other  than 
minor  traffic  violations);  or 

h)  any  material  allegation  that  he  has  conducted  himself 
in  a  way  which  may  be  inconsistent  with  just  and 
equitable  principles  of  trade,  or  detrimental  to 
the  interest  and  welfare  of  the  Exchange,  or  contrary 
to  an  established  practice  of  the  Exchange;  or 
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whenever  any  such  registered  employee  has  violated  or  violates 
any  provision  of  the  Constitution  or  of  any  Rule  adopted  by  the 
Board  of  Governors  or  of  any  securities  or  insurance  law  or 
regulation  or  of  any  agreement  with  the  Exchange,  such  employee 
shall  promptly  notify  his  employer  thereof. 

Whenever  a  member  or  member  organization  has  knowledge 
that  any  of  his  or  its  registered  employees  is  required  to  give 
the  notice  required  hereby,  such  member  or  member  organization 
and  such  employee  shall  promptly  notify  the  Exchange  of  such 
matter. 
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EXHIBIT  II 


RULE  311   New  language  underlined 

.10   (1)   Each  member,  allied  member,  approved  person  or  member 
organization  shall  promptly  report  to  the  Secretary  of  the  Exchange 
whenever  any  one  of  them  becomes  the  subject  of: 

(a)  an  investigation  or  proceeding  by  any 
governmental  or  securities  or  insurance 
industry  self -regulatory  body; 

(b)  a  refusal  of  registration,  injunction, 
expulsion,  suspension,  censure  or  other 
disciplinary  action  taken  by  any  govern- 
mental or  securities  or  insurance  industry 
self -regulatory  body; 

(c)  any  litigation,  as  a  defendant,  involving 
alleged  violation  of  any  agreement  with 
or  provision  of  a  securities  industry 
self-regulatory  body's  constitution, 
by-laws  or  rules  or  any  securities  or 
insurance  law  or  regulation; 

(d)  any  bankruptcy  or  contempt  proceeding, 
cease  and  desist  order  or  injunction; 

(e)  any  arrest,  summons,  arraignment, 
indictment  or  conviction  for  a  criminal 
offense  (other  than  minor  traffic  violations) ; 

(f)  a  major  complaint  by  a  customer  of  a  member 
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EXHIBIT  II 
-  8  - 

organization  or  another  broker-dealer  in 
securities, 
(ii)   In  addition,  each  member  organization  shall  inform 
the  Secretary  of  the  Exchange  whenever  any  member,  allied  member 
or  approved  person  of  such  member  organization  has: 

(a)  been  the  subject  of  a  disciplinary  action 
by  the  member  organization; 

(b)  violated  any  provision  of  the  Exchange 
Constitution  or  Rules  or  any  securities 
or  insurance  law  or  regulation; 

(c)  violated  any  agreement  with  the  Exchange;  or 

(d)  conducted  himself  (herself)  in  a  way  which  may 

be  inconsistent  with  just  and  equitable  principles 
of  trade,  detrimental  to  the  interest  and  welfare 
of  the  Exchange,  or  contrary  to  an  established 
practice  of  the  Exchange. 
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Senator  Williams.  In  reaching  a  decision  on  this  particular  matter, 
did  you  see  any  interest  that  should  have  been  considered  other  than 
the  interest  of  the  members  of  the  exchange  ? 

Mr.  Calvin.  Certainly.  I  certainly  do.  In  that  connection,  I  also 
would  like  to  point  out  that  at  that  time  the  Board  acted  preliminar- 
ily— that  was  in  November  of  last  year — they  did  not  adopt  these  rec- 
ommendations, but  rather  approved  them  in  principle  for  submission 
to  the  SEC. 

At  that  time,  that  is,  on  November  18  of  last  year,  the  Stock  Ex- 
change also  made  a  public  announcement  of  this  proposed  action, 
in  a  news  release  which  I  have  here  captioned  "Brokers  Get  Approval 
to  Sell  Life  Insurance."  It  discusses  the  action  taken  that  very  day  by 
the  Board. 

We  did  not  on  this  occasion,  although  we  have  on  other  occasions, 
in  so  many  words  solicited  public  comment,  but  as  a  result  of  the  wide 
dissemination  of  this  news  release,  we  did  in  fact  receive  comments, 
as  Mr.  Arning  has  stated,  from  interested  persons  outside  the  secu- 
rities industry. 

Also,  I  might  say  that  since  this  time,  I  believe  it  has  been  since 
this  time,  the  SEC  has  now  made  its  Rule  lTa-8  filing  a  public  file. 
I  think  that  is  correct. 

Mr.  LooMis.  We  have  since  March  made  all  exchange  filings  under 
ITa^S  a  matter  of  public  record,  as  well  as  any  definitive  response 
thereto. 

Mr.  Calvin.  If  I  may  say  one  more  thing,  and  this  relates  to  one  of 
the  questions  in  the  staff  paper  regarding  making  public  proposed 
rules  of  the  exchange. 

We — that  is,  Mr.  Haack  and  myself — appeared  before  the  House 
Subcommittee  on  Commerce  and  Finance,  last  November,  and  at  that 
time  we  endorsed  the  Anew  that,  and  I  am  reading  now,  "all  proposed 
rules  of  national  securities  exchanges  be  publicized  by  the  SEC,  that 
important  rules  be  the  subject  of  SEC  public  hearings  or  that  the 
Commission  solicit  comments  on  proposed  exchange  rules;  and,  that 
the  SEC  should  write  an  opinion  articulating  its  findings  and  rea- 
sons," and  so  forth. 

At  that  time  we  were  speaking  to  a  similar  question  as  is  in  the  sitaff 
case  study  here  as  to  our  views  on  a  recent  note  in  80  Yale  Law  Jour- 
nal 811  (1971)  talking  about  the  decision  making  process  at  the  ad- 
ministrative agencies.  We  said,  "We  would  support  such  a  procedure 
and  would  welcome  it." 

"Our  only  concern,"  we  said,  was  "that  any  new  procedure  would  not 
delay  necessary  action  by  the  Exchange  or  hamper  the  Exchange  from 
acting  expeditiously  when  circumstances  require  prompt,  decisive  ac- 
tion." 

I  am  referring  to  page  1736  of  the  House  Subcommittee  on  Com- 
merce and  Finance  hearing  record  on  the  study  they  have  been  con- 
ducting of  the  securities  industry. 

Senator  Willtams.  What  was  the  date  on  that? 

Mr.  Calvin.  This  appears  on  page  1736  of  part  3  of  the  Subcommit- 
tee hearing  record,  and  I  don't  have  the  exact  date.  It  was  November 
of  1971. 

I  might  say  that  following  this,  we  did  in  what  we  thought  areas 
that  were  appropriate,  particularly  in  connection  with  institutional 
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membership,  new  auditing  standards  for  member  firms,  and  also  in 
connection  with  the  release  on  life  insurance,  but  more  importantly 
in  the  first  two  items  I  mentioned,  solicit  public  comments  on  those 
proposals  as  well  as  membership  comment. 

You  see,  our  problem  here  has  been,  as  Mr.  Aming  has  said,  that 
we  have  in  the  past  and  most  notably  in  1969,  I  believe  it  was — in 
connection  with  our  development  of  proposals  related  to  the  public 
ownership  of  member  firms — sent  proposals  out  for  public  comment. 

We  made  a  distribution  at  that  time,  as  I  recall,  of  over  10,000 
mailings  to  individuals,  organizations,  et  cetera,  as  well  as  giving 
wide  publicity  to  the  proposals. 

We  received  very  few  comments  as  a  result  of  that  mailing.  This 
would  have  been  in  September  of  1969, 1  believe. 

A  couple  of  months  later,  the  Commission,  the  SEC,  of  its  own 
initiative  sent  out  that  same  document  for  public  comment.  They  re- 
ceived a  substantial  number  of  public  comments  on  the  same  pro- 
posals. What  we  have  suggested  in  this  reference  that  I  have  made  to 
our  appearance  before  the  House  is  that  the  Commission  make  the 
decision  as  to  whether  public  comments  should  be  solicited,  whether 
public  hearings  should  be  held  and  that  type  of  thing,  since  they  are 
viewing  not  only  proposed  rule  changes  of  the  New  York  Stock  Ex- 
change but  other  exchanges  as  well. 

I  think  the  SEC  is  moving  in  this  direction  because  in  recent 
months,  as  Mr.  Loomis  has  said,  they  have  established  a  public  file 
for  all  of  these  filings. 

So  if  you,  or  I,  or  anyone  in  the  room  wants  to  know  what  recent 
rule  proposals  the  New  York  Stock  Exchange  has  made,  all  you  have 
t/>  do  is  walk  over  to  the  SEC  office  and  look  at  the  file. 

Senator  Williams.  I  would  like  to  compare  the  New  York  Stock 
Exchange's  procedures  with  those  of  the  Midwest  Exchange.  The  end 
result  was  the  same,  to  permit  diversifications,  but,  I  don't  know  what 
differences  there  were  in  the  procedures  used  in  arriving  at  the  deci- 
sion. The  result,  or  the  method  of  diversifying  certainly  is  different 
between  the  Midwest  and  the  New  York,  and  as  I  understand  our 
study,  the  limitations  or  the  requirements  on  members  in  order  to  sell 
are  far  more  precise  than  members  of  the  New  York  Stock  Exchange. 
Am  I  accurate  on  that  ?  You  have  programs  to  qualify  members  to  sell. 

Mr.  ToBiN.  I  think  that  is  a  fair  statement,  Mr.  Chairman. 

Senator  Williams.  How  did  you  approach  this  decision  ? 

Mr.  ToBiN.  I  can  track  through  the  chronology  of  our  decision  for 
you. 

Over  the  course  of,  I  gather  a  number  of  years,  actually  before  my 
involvement  with  the  Exchange,  we  had  sporadic  inquiries  on  the  part 
of  member  firms  as  to  whether  it  would  be  possible  for  them  to  sell 
life  insurance.  I  am  not  privy  to  what  answers  were  given  and  so  on, 
but  in  effect  the  exchange  had  a  policy  which  did  not  permit  the  sale 
of  life  insurance. 

Along  about  1968,  the  level  and  frequency  of  these  inquiries  in- 
creased somewhat  to  the  point  where  we  felt  a  study  should  be  made 
by  competent  professionals  as  to  member  attitudes,  business  problems, 
and  regulatory  problems  that  might  pertain  if  we  permitted  th©  sale 
of  life  insurance. 
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To  that  end,  we  employed  outside  consultants  who  were  insurance 
experts.  We  conducted  personal  interview  surveys  of  a  goodly  number 
of  our  members  and  supplemented  that  with  questionnaire  surveys  to 
our  entire  membership. 

In  general,  the  results  of  those  surveys  indicated  that  the  member- 
ship broke  down  into  two  broad  groups,  those  who  had  no  interest 
themselves  in  taking  on  the  function  of  selling  life  insurance  and 
other  firms  who  had  a  very  decided  interest. 

To  my  recollection,  in  no  case  did  a  firm  that  wasn't  interested  in  the 
sale  of  insurance  in  their  own  firm  recommend  against  allowing  other 
firms  to  engage  in  this  activity. 

From  this  point,  our  consultants  drafted  up  a  program  of  how  they 
conceived  we  could  best  pursue  allowing  member  firms  to  sell  insurance. 
That  was  initially  presented  to  our  executive  committee  and  secondly 
to  the  full  board,  and  in  both  cases  we  received  approval  to  go  ahead 
to  the  next  phase  in  working  out  a  detailed  program. 

As  part  and  parcel  of  our  philosophy  on  the  Midwest  Exchange,  we 
are  interested  in  encouraging  to  the  maximum  extent  possible  profes- 
sionalism on  the  part  of  our  members  and  their  salesmen. 

In  order  to  do  that,  we  operate  our  own  registered  representative 
training  programs,  and  we  felt  that,  given  our  interest  m  our  total 
members  activities,  it  would  be  appropriate  for  us  to  extend  this 
concept  into  the  sale  of  life  insurance. 

To  that  end,  we  set  up  training  programs  for  the  qualification  of 
RR's.  We  have  examinations  in  that  connection  for  qualification. 

We  insist  that  our  members  utilize  a  carrier  which  has  a  Best 
approval. 

We  conduct  our  normal  member  firm  examination  and  surveillance 
efforts  relative  t/O  member  firms  activities  in  the  life  insurance  area, 
and  in  general  treat  this  area  very  much  as  we  handle  our  surveillance 
function,  and  self-regulatory  function,  if  you  will,  in  the  securities 
area. 

Senator  Williams.  I  appreciate  that. 

I  wonder  if  I  could  address  this  to  Commissioner  Loomis. 

In  February  of  1972,  the  SEC  wrote  to  the  New  York  Stock  Ex- 
change stating  that  the  Commission  believed,  and  this  is  what  it 
said,  that  an  "adequate  self-regulatory  program  should  be  presented 
before  the  exchange  permits  its  members  to  proceed  with  this  new 
activity." 

Now,  I  gather  that  the  SEC  stopped  there,  and  you  described  the 
limitations  you  felt.  Commissioner  Loomis,  and  the  reasons  why  you 
were  limited. 

Do  you  feel  that  this  was  an  area  where  you  might  appropriately 
have  suggested  or,  maybe  more  strongly,  made  it  necessary  that  self- 
regulation  be  put  on  an  equal  basis  ? 

You  had  two  exhanges  here,  two  major  exchanges,  one  with  a 
formalized  program  of  entry  into  this  new  activity,  and  the  other  com- 
ing in  without  a  formalized  training  program,  et  cetera. 

Did  you  feel  that  there  might  be  a  basis  for  a  principle  of  equal 
regulation  within  these  self- regulatory  organizations? 

Mr.  Loomis.  Well,  I  am  not  sure  that  as  far  as  we  are  concerned  we 
didn't  feel  that  we  were  in  a  position  to  tell  either  of  them  what  their 
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regulatory  program  should  be,  for  the  reasons  which  I  have  outlined 
above. 

This  letter  which  you  referred  to  followed  an  earlier  letter,  and  also 
we  had  advised  the  Midwest  Stock  Exchange  of  the  New  York  Ex- 
change's proposal.  We  had  made  sure  that  the  New  York  Exchange 
knew  what  the  Midwest  Stock  Exchange  program  was,  and  we  had 
directed  their  attention  specifically  to  that  program,  and  they  had 
replied  saying,  in  effect,  that  they  did  not  believe  they  wished  to  under- 
take such  a  program. 

Senator  Williams.  When  the  Commission  said  "an  adequate  self- 
regulatory  program,"  what  did  the  Commission  have  in  mind? 

Mr.  LooMis.  Well,  the  Commission  had  in  mind  just  that.  We  had 
called  their  attention  to  the  pix>gram  of  the  Midwest. 

Senator  Williams.  You  thought  the  Midwest  was  an  adequate 
program  ? 

Mr.  LooMis.  We  thought  the  Midwest  was  an  adequate  program. 
They  did  not  disagree  with  that,  but  they  said  they  didn't  think  in 
their  view,  as  I  recall,  that  under  the  circumstances  all  this  was  neces- 
sary or  desirable. 

So  we  in  effect  were  saying,  in  view  of  the  limitations  in  our  juris- 
diction, if  you  feel  that  you  have  to  devise  your  own  program,  we  be- 
lieve it  should  be  an  adequate  one. 

Senator  Williams.  We  will  have  to  recess. 

I  am  mindful  of  your  schedule,  and  I  will  be  right  back. 

(Recess.) 

Senator  Williams.  I  think  we  can  boil  down  our  inquiry  now  to 
some  basics. 

Commissioner  Loomis,  I  think  the  discussion  here  indicates  the  need 
to  put  this  question  to  you.  Member  firms  are  getting  into  new  areas. 
This  inquiry  today  suggests  that  there  is  an  area  where  the  exchange 
has  no  ovei-sight  authority — the  Commission  has  no  oversight  author- 
ity, excuse  me. 

I  am  wondering  about  this  question  of  whether  in  these  areas  where 
the  Commission  does  not  have  authority,  do  we  not  have  a  gray  area  ? 
What  can  you  do  about  it? 

Mr.  LooMis.  There  is  a  gray  area  here.  I  think  in  general,  that  we 
have  authority,  oversight  authority,  though  I  have  indicated  our 
methods  of  exercising  it  and  our  tools  are  not  wholly  adequate,  and 
we  suggested,  as  I  mentioned  yesterday,  some  legislation  in  that  area. 

The  gap  between  our  total  concern  and  the  activities  of  the  ex- 
changes is  not  normally  very  great  because  practically  everything 
they  do  in  their  capacity  as  an  exchange  we  have  some  authority  over. 

But,  as  I  say,  the  procedures  and  the  scope  of  it  are  uncertain.  But 
here  we  had  a  special  case  of  another  Federal  statute  which  had  an 
impact  and  reduced  our  authority  below  what  it  otherwise  might  be. 

I  think  Mr.  Cohen  might  have  a  comment  or  two  on  that,  also. 

Mr.  Cohen.  Senator 

Senator  Williams.  This  is  self- regulation  in  the  securities  industry 
that  requires  governmental  oversight,  but  we  do  not  appear  to  have  it 
in  this  particular  area  ? 

Mr.  Cohen.  That  is  right.  I  think  your  point  is  borne  out  rather 
dramatically  by  a  quotation  that  appeared  on  page  10  of  your  staff 
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study  report,  where  there  is  a  letter  from  the  SEC  to  the  Midwest 
referring  to  insurance.  I  will  not  quote  the  whole  thing,  but  it  talks 
about  reevaluating  the  procedures  for  supervision  of  salesmen  "with  a 
view  to  providing  adequate  regulation  and  supervision  ...  in  accord- 
ance with  the  Exchange's  responsibility  to  fulfill  its  self-regulatory 
duties." 

So  here  is  the  Commission  telling  the  Exchange  it  does  have  self- 
regulatory  duties  in  this  area.  I  certainly  do  not  quarrel  with  Mr. 
Loomis — I  have  not  looked  into  it  as  a  legal  question — but  if  the 
Commission  cannot  get  into  insurance  matters,  because  of  the  McCar- 
ran  Act,  we  have  a  case  where  oversight  just  is  not  as  broad  as  self- 
regulation.  Speaking  personally,  and  I  think  it  would  also  be  the  Mid- 
west's position,  it  seems  to  me  it  is  wrong  any  time  you  have  self- 
regulatory  authority  or  responsibility  without  Commission  oversight. 

It  is  wrong,  first,  because  you  need  that  oversight  to  keep  self- regula- 
tion working  right,  and  second,  because  of  the  antitrust  overtones  that 
you  run  into  when  you  have  self-regulation  without  Commission 
oversight. 

So  I  would  certainly  say  that,  to  the  extent  a  subject  like  insurance 
is  within  the  scope  of  self-regulation  but  not  within  the  scope  of  super- 
vision or  oversight  by  the  Commission,  there  is  a  gap  there  that  ought 
to  be  repaired. 

Mr.  Calvin.  I  might  add  the  observation,  Mr.  Chairman,  that,  how- 
ever, we  all  know  that  the  area  of  life  insurance  is  not  an  unregulated 
area.  While  it  may  be  true  that  the  SEC  does  not  have  the  authority 
to  regulate  it,  it  is  in  fact  regulated  by  the  States  and  historically  has 
been  regulated  by  the  States. 

Senator  Williams.  Yes,  we  appreciate  that  of  course.  If  this  is  any- 
thing comparable  to  another  situation  we  found.  State  insurance  reg- 
ulatory bodies  probably  feel  this  is  a  SEC  matter,  and  the  SEC  thinks 
it  is  State,  and  in  the  meantime,  true  oversight  falls  right  between 
these  regulatory  agencies. 

What,  for  example,  was  demanded  of  the  New  York  Stock  Exchange 
by  the  New  York  State  Department  of  Insurance? 

Mr.  Calvin.  Before  I  answer  that,  and  I  would  ask  Mr.  Aming  to 
answer  it,  I  want  to  add  one  final  sentence  as  a  closing  to  what  I  was 
saying.  That  is,  that  the  New  York  Stock  Exchange  clearly  feels  that 
it  does  have  self- regulator v  authority  in  this  area,  and  so  to  that  ex- 
tent, even  though  the  SEC  may  not  "possess  the  authority  because  of 
problems  with  the  McCarran  Act,  the  Exchange  took  the  view,  and 
it  is  so  stated  in  the  November  9  staff  memorandum  to  the  Board,  that 
this  was  an  area  where  the  Exchange  has  self-regulatory  authority. 

Senator  Williams.  That  is  not  in  conflict  with  Mr.  Cohen's  state- 
ment ? 

Mr.  Calvin.  No;  I  am  agreeing  with  Mr.  Cohen  on  this  point. 

Mr.  Arning.  By  virtue  of  the  fact  that  we  have  extensive  record- 
keeping requirements,  training  requirements,  and  data  that  is  part-  of 
our  files,  notwithstanding  what  may  be  an  absence  of  legislative  back- 
ground, the  Securities  and  Exchange  Commission  in  its  overeight  of 
us  has  access  to  all  this  information  that  is  in  our  records. 

You  asked  a  question  earlier  about  what  we  were  required  to  do 
with  New  York  State.  The  Exchange,  as  an  institution,  has  no  require- 
ment with  New  York  State.  Any  member  organization  who  licenses 
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any  of  its  personnel  must  license  them  under  the  State,  and  the  carrier 
they  are  selling  must  be  licensed  under  the  State  insurance  laws.  But 
as  the  New  York  Stock  Exchange — as  far  as  it  is  concerned,  there  is 
no  requirement. 

Senator  Williams.  In  other  words,  the  State  authority  does  not 
reach  beyond  the  insurance  company;  is  that  what  you  are  saying? 

Mr.  Arning.  It  reaches  to  the  individual,  right  through  us,  if  I  can 
use  that  as  an  analogy.  They  can  get  to  an  insurance  salesman  who  is 
a  registered  representative  of  mine  who  violated  any  of  the  concepts 
or  regulations  of  New  York  State  law  directly,  and  indeed,  in  our 
conversations  with  the  commissioner,  he  would  do  so,  should  the 
circumstances  arise. 

Senator  Williams.  Do  you  know  as  a  matter  of  detail,  whether  they 
did  reach  the  members  who  availed  themselves  of  this  opportunity  ? 

Mr.  Arning.  There  are  members  of  the  New  York  Stock  Exchange 
who  are  licensed  under  New  York  State  laws ;  yes.  And  in  fact,  anyone 
who  is  selling  in  New  York,  under  our  rule  would  have  to.  That  is  two 
points. 

Senator  Williams.  How  does  that  work  ?  You  have  New  York  Stock 
Exchange  members  selling  insurance  of  companies  that  are  not  New 
York  State  companies. 

Do  other  States  reach  your  members  ? 

Mr.  Arning.  Yes,  sir ;  under  the  same  technique. 

Mr.  CoiiEN.  Senator,  if  I  may  add  one  thought  to  my  previous  com- 
ment, I  am  not  prepared  personally  to  say  that  Commissioner  Loomis' 
statement  about  the  McCarran  Act's  application  here  is  the  only  pos- 
sible way  of  reading  the  situation. 

I  think  that  insurance  selling  through  member  firms  may  become 
sufficiently  intertwined  with  securities  selling  so  that  those  involved 
with  securities  regulation  may  have  some  concern,  and  the  SEC  has 
expressed  some  concern  as  to  how  this  was  to  be  handled. 

So  I  don't  know  that  we  can  resolve  today  exactly  how  the  McCar- 
ran Act  impinges  on  this.  But  if  it  is  true  that  the  McCarran  Act 
leaves  a  gap  in  the  scope  of  oversight  in  relation  to  self-regulatory 
responsibility,  then  I  think  that  is  the  kind  of  a  gap  that  ought  to  be 
looked  at  to  be  sure  that  oversight  is  as  broad  as  the  self -regulatory 
functioning. 

Mr.  Calvin.  I  was  going  to  say  that  Mr.  Cohen  and  Mr.  Loomis 
know  there  are  other  areas  where  a  similar  situation  exists. 

I  know  from  my  own  experience,  for  example,  when  the  Congress 
changed  the  tax  laws  to  provide  a  more  advantageous  tax  treatment 
for  real  estate  investment  trusts,  the  SEC  felt  it  did  not  have  the  au- 
thority to  impose  the  type  of  regulations  that  those  new  investment 
media  required.  A  lot  of  people  thought,  myself  included,  and  I  think 
probably  Mr.  Cohen  and  Mr.  Loomis  included,  felt  more  was  required 
than  disclosure  in  the  area  of  real  estate  investment  trusts,  which  Avas 
the  limit  of  SEC  authority. 

What  happened  was  that  the  States  stepped  in  through  the  State 
securities  commissioners.  They  promulgated  detailed  requirements 
rearulatinq-  the  wav  these  real  estate  investment  trusts  operate.  The 
States  filled  this  Federal  regulatory  void.  As  a  result  it  has  not  been 
necessary  for  the  Congress  to  convey  authority  to  the  SEC  to  regulate 
real  estate  investment  trusts. 
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I  don't  know  that  it  has  ever  been  seriously  recommended  that  Con- 
gress do  so.  In  other  words,  the  State  regulation  of  securities  came 
in  and  filled  the  regulatory  gap  as  it  does  in  the  insurance  area. 

The  point  is  that  sale  of  life  insurance  is  not  the  only  area  where 
the  SEC  may  lack  regulatory  authority. 

One  other  thing  I  might  say  before  we  get  off  the  subject  is  that  after 
the  rule  that  we  have  been  discussing  was  adopted  finally,  the  depart- 
ment of  member  firms  of  the  exchange  under  the  direction  of  Mr. 
Bishop  issued  a  circular  on  April  4  to  all  of  the  exchange's  members 
which  included  not  only  the  text  of  the  new  rules,  but  also  outlined  in 
detail  the  requirements  that  member  firms  were  expected  to  meet  with 
respect  to  the  sale  of  life  insurance. 

These  include,  and  I  am  reading,  now,  "These  persons  must  be 
licensed  to  sell  life  insurance  in  each  State  in  which  they  offer  life  in- 
surance." The  rule  requires  "that  each  member  organization  report 
to  the  exchange  each  person  through  whom  life  insurance  will  be  sold, 
the  training  in  the  sale  of  life  insurance  received  by  each  such  person, 
the  State  or  States  in  which  he  is  licensed  to  sell  life  insurance  and 
the  name  or  names  of  the  life  insurance  companies  for  which  each 
such  person  is  licensed,"  and  so  forth. 

The  circular  goes  into  even  more  detail.  It  spells  out  the  type  of 
supervision,  surveillance,  and  records  which  member  firms  are  expected 
and  required  to  keep  under  the  rules.  It  admonishes  them  to  demon- 
strate the  steps  taken  to  satisfy  themselves  that  the  insurance  carriers 
that  they  are  utilizing  have  a  satisfactory  operational  and  financial 
capability. 

In  other  words,  this  circular  spells  out  in  detail,  I  submit,  a  regula- 
tory program  in  this  area.  It  is  not  identical  to  that  of  others,  but  it 
certainly  is  a  regulatory  program.  You  might  want  to  consider  in- 
cluding this  circular  of  April  4,  which  is  Member  Firm  Educational 
Circular  569,  in  the  record. 

Senator  Williams.  We  would  like  to  have  it  for  the  record. 

(The  document  referred  to  follows:) 

M.  F.  Educational  Circular  No.  569 

New  York  Stock  Exchange,  Inc., 

Department  of  Member  Firms, 

April  1 1972, 
To  :  Mana firing  partner/chief  executive  oflBcer 

Subject :  Permissive  sale  of  life  insurance  amendments  to  Rules  311.  318,  345.17 
and  351 

At  its  meeting  on  March  16,  1972  the^  Board  of  Governors  amended  Rules 
311.  318,  345.17(H)  &  (I)  and  351  to  permit  member  organizations  to  sell  life 
insurance  directly  or  through  a  corporate  aflBliate  or  subsidiary.  Member  or- 
sranizations  may  commence  the  sale  of  life  insurance  only  after  complying  with 
the  new  rule  requirements.  Copies  of  the  amendments  to  these  Rules  are  attached. 
In  adopting  its  rule  amendments  the  Board  imposed  certain  limitations  designed 
to  assure  a  controlled  entry  into  the  insurance  field  as  described  below : 

Member  organizations  are  limited  to  acting  as  agent  in  the  sale  of  life  in- 
surance with  premium  checks  made  payable  to  the  policy  writing  insurance 
company.  They  are  not  permitted  to  underwrite  insurance.  They  may  become 
ceneral  agents  or  brokers,  provided  this  does  not  involve  having  premium 
checks  made  payable  to  them.  The  Exchange  will  consider  individual  requests 
from  member  organizations  to  handle  premiums  and  perform  other  operational 
functions.  Such  requests  should  include  detailed  plans  and  a  description  of  the 
qualifications  and  experience  of  personnel. 
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The  Exchange  desires  its  member  organizations  to  sell  only  the  life  insurance 
products  of  financially  and  operationally  responsive  insurance  carriers.  Ac- 
cordingly, a  member  organization  should  be  prepared  to  demonstrate  the  steps 
taken  to  satisfy  themselves  that  such  insurance  carriers  as  they  utilize  have  a 
satisfactory  operational  and  financial  capability. 

Rules  318.13(1)  (2)  and  (3)  require  the  maintenance  of  the  following  infor- 
mation relating  to  supervision,  surveillance  and  records : 

Supervision 

(a)  names  of  persons  supervising  insurance  salesmen 

( 6 )  specific  responsibility  of  each 

(c)   description  of  supervisory  program  related  to  sale  of  life  insurance 

Surveillance 

{a)  description  of  life  insurance  surveillance  program 

( 6 )   names  of  persons  responsible  for  surveillance  of  life  insurance  activities 

(c)   responsibilities  of  each  such  person 

Records 

( a )  copies  of  all  complaints  and  correspondence 

(ft)  record  of  all  NYSE  commissions  generated  on  portfolio  sales  for  any 
insurance  carriers  whose  policies  are  sold 

( c)   commissions  earned  on  sale  of  life  insurance 

id)  face  value  of  life  insurance  sold 

(e)  life  insurance  commissions  paid  to  registered  representatives 

Member  organizations  will  be  expected  to  maintain  such  records  on  a  current 
basis  and  retain  them  for  at  least  3  years  in  a  reasonably  accessible  location 
for  inspection  by  the  Exchange  at  least  annually. 

Only  life  insurance  may  be  sold  under  the  amended  Rules.  Accident  and  health 
insurance  are  not  included  nor  is  any  form  of  property  insurance.  Variable 
annuity  contracts  may  also  be  sold  by  member  organizations. 

The  sale  of  life  insurance  may  be  conducted  only  through  members,  allied 
members  and  registered  representatives  who  are  qualified  to  sell  securities. 
These  persons  must  be  licensed  to  sell  life  insurance  in  each  state  in  which  they 
offer  life  insurance.  Rule  318.13  requires  that  each  member  organization  report 
to  the  Exchange  each  person  through  whom  life  insurance  will  be  sold,  the 
training  in  the  sale  of  life  insurance  received  by  each  such  person,  the  state  or 
states  in  which  he  is  licensed  to  sell  life  insurance  and  the  name  or  names 
of  the  life  insurance  companies  for  which  each  such  person  is  licensed. 

Experienced  persons  from  the  life  insurance  industry  employed  by  member 
organizations  to  sell  life  insurance  must  be  approved  as  registered  representa- 
tives. Many  such  persons  have  already  qualified  as  NASD  registered  representa- 
tives and  will  not  be  subject  to  the  six  month  training  period  required  for 
persons  with  no  prior  securities  experience.  For  such  persons  a  prompt  submis- 
sion of  the  RE-1  application  form  is  essential  to  permit  an  early  start  of  the 
Exchange's  customary  background  investigation.  These  persons  will  be  permitted 
to  sell  insurance  immediately  but  must  be  approved  and  pass  the  registered 
representative  examination  within  6  months,  and  may  not  sell  securities  until 
that  time. 

As  with  commissions  and  other  forms  of  securities  compensation,  insurance 
commissions  must  be  paid  to  the  member  organization  employer,  not  the  indi- 
vidual salesman.  Member  organizations  may  arrange  for  their  employees  to  re- 
ceive a  share  of  premium  commissions.  The  amount  of  this  share  will  be  at  the 
discretion  of  the  member  organization  employer. 

An  insurance  salesman  cannot  sell  insurance  for  a  member  organization  under 
a  certificate  of  convenience  license.  A  member  organization  may  conduct  its  life 
insurance  business  through  an  unaffiliated  general  agency  or  broker  ra;ther  than 
dealing  directly  with  the  insurance  carrier  provided  the  member  organization 
meets  all  of  the  requirements  of  the  amended  rules. 

In  addition  to  the  specific  limitations  described  above,  member  organizations 
are  reminded  that  under  Rule  342  they  are  at  all  times  responsible  for  the  super- 
vision and  control  of  each  department  or  business  activity  and  under  Rule  401 
for  adherence  to  good  business  practices  in  each  business  activity.  These  require- 
ments apply  to  the  sale  of  life  insurance  as  well  as  to  the  sale  of  generally 
recognized  securities  products. 

Member  organizations  are  also  reminded  that  the  income  derived  from  the 
sale  of  life  insurance  will  not  be  considered  acceptable  income  when  computing 
a  member  organization's  compliance  with  Rule  318. 
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All  questions  and  reports  to  the  Exchange  concerning  the  sale  of  life  insurance 
should  be  directed  to  Mr.  Richard  A.  Greves,  Assistant  Director,  Department  of 
Member  Firms,  4  New  York  Plaza,  New  York,  N.  Y.  10004,  Telephone  (212) 
623-5058. 

David  D.  Huntoon, 

Associate  Director. 


BULE   311    NEW   LANGUAGE  IN   ITALIC 

10.  (i)  Each  member,  allied  member,  approved  person  or  member  organiza- 
tion shall  promptly  report  to  the  Secretary  of  the  Exchange  whenever  any  one 
of  them  becomes  the  subject  of : 

(a)  an  investigation  or  proceeding  by  any  governmental  or  securities  or 
insurance  industry  self-regulatory  "body  ; 

(b)  a  refusal  of  registration,  injunction,  expulsion,  suspension,  censure 
or  other  disciplinary  action  taken  by  any  governmental  or  securities  or 
insurance  industry  self-regulatory  body  ; 

(c)  any  litigation,  as  a  defendant,  involving  alleged  violation  of  any 
agreement  with  or  provision  of  a  securities  industry  self-regulatory  body's 
constitution,  by-laws  or  rules  or  any  securities  or  insurance  law  or 
regulation ; 

(d)  any  bankruptcy  or  contempt  proceeding,  cease  and  desi&t  order  or 
injunction ; 

(e)  any  arrest,  summons,  arraignment,  indictment  or  conviction  for  a 
criminal  offense  (other  than  minor  traffic  violations)  ; 

(f )  a  major  complaint  by  a  customer  of  a  member  organization  or  another 
broker-dealer  in  securities. 

(ii)  In  addition,  each  member  organization  shall  inform  the  Secretary  of  the 
Exchange  whenever  any  member,  allied  member  or  approved  person  of  such 
member  organization  has : 

(a)  been  the  subject  of  a  disciplinary  action  by  the  member  organization  ; 

(b)  violated  any  provision  of  the  Exchange  Constitution  or  Rules  or  any 
securities  or  insurance  law  or  regulation  ; 

(c)  violated  any  agreement  with  the  Exchange ;  or 

(d)  conducted  himself  (herself)  in  a  way  which  may  be  inconsistent  with 
just  and  equitable  principles  of  trade,  detrimental  to  the  interest  and  welfare 
of  the  Exchange,  or  contrary  to  an  established  practice  of  the  Exchange. 

NEW   RULE    318.13 

A  member  organization  may  engage  in  the  sale  of  life  insurance  (directly,  or 
through  its  corporate  affiliate  or  subsidiary)  only  through  one  or  more  members, 
allied  members  and  registered  representatives  of  such  member  organization 
each  of  whom  is  then  in  compliance  with  the  licensing  and  any  other  require- 
ments of  applicable  insurance  laws  and  regulations. 

Each  member  organization  which  engages  in  the  sale  of  life  insurance  shall 
promptly  report  to  the  Exchange  the  name  of  each  person  through  whom  such 
member  organization  sells  life  insurance,  the  training  in  the  sale  of  life  insur- 
ance received  by  each  such  person,  the  state  or  states  in  which  each  such  person 
is  licensed  to  sell  life  insurance  and  the  names  of  the  life  insurance  companies 
for  which  each  such  person  is  licensed  in  each  such  state. 

Each  member  organization  which  engages  in  the  sale  of  life  insurance  shall 
also  keep  current  in  a  separate  file  within  the  member  organization  the  follow- 
ing information : 

(1)  a  description  of  the  member  organization's  supervisory  program  as  re- 
lated to  the  sale  of  life  insurance,  the  name  of  each  member,  allied  member  qr 
employee  within  the  member  organization  who  has  been  given  the  responsibility 
of  exercising  supervisory  control  over  the  persons  engaged  in  the  sale  of  life 
insurance  and  the  specific  responsibilities  of  each  such  person. 

(2)  a  description  of  the  member  organization's  surveillance  program  as  re- 
lated to  the  sale  of  life  insurance,  the  name  of  each  member,  allied  member  or 
employee  within  the  member  organization  who  has  been  given  the  responsibility 
of  exercising  surveillance  responsibilities  and  the  specific  responsibilities  of 
each  such  person. 

(3)  sales  and  other  records  relating  to  the  member  organization's  sale  of 
life  insurance  as  deemed  appropriate  by  the  member  organization  including, 
without  limitation,  records  disclosing  the  types  and  amounts  of  life  insurance 
sold,  the  commissions  earned  and  the  commissions  paid  to  individuals  engaged 
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in  the  sale  of  life  insurance.  Such  records  shall  be  maintained  in  a  reasonably 
accessible  location  for  inspection  by  the  Exchange  for  not  less  than  three  years. 

BULE   345.17    NEW   LANGUAGE   IN    ITALIC,   OLD  LANGUAGE   IN   BRACKETS 

(H)  I  agree  that  I  will  not  take,  accept,  or  receive,  directly  or  indirectly, 
from  any  person,  firm,  corporation  or  association,  other  than  my  employer, 
compensation  of  any  nature,  as  a  bonus,  commission,  fee,  gratuity  or  other 
consideration,  in  connection  with  any  securities,  [or]  commodities  or  insurance 
transaction  or  transactions,  except  with  the  prior  written  consent  of  the 
Exchange. 

BULE   345.17(1)     NEW   LANGUAGE   IN    ITALIC 

Rule  345.17(1).  I  will  notify  my  member  organization  and  the  Department  of 
Member  Firms  promptly  if,  during  the  tenure  of  my  employment  I  become  the 
subject  of:  any  investigation  or  proceeding  by  any  governmental  or  securities 
or  insurance  industry  self--regulatotry  body ;  a  refusal  of  registration,  injunc- 
tion, censure,  suspension,  expulsion  or  other  disciplinary  action  by  any  gov- 
ernmental or  securities  or  insurance  industry  self-regulatory  body;  a  major 
complaint  by  a  customer  of  a  member  organization  or  by  a  broker-dealer  in 
securities;  a  disciplinary  action  by  a  member  organization;  any  litigation  or 
orbitration  alleging  my  violation  of  any  agreement  vdth  or  provision  of  any 
securities  industry  self-regulatory  body's,  constitution,  by-laws,  or  rules  or  any 
securities  or  insurance  law  or  regulation ;  or  any  bankruptcy  or  contempt  pro- 
ceeding, cease  and  desist  order,  injunction  or  civil  judgment  as  party  defend- 
ant; or  any  arrest,  summons,  arraignment,  indictment,  or  conviction  for  a 
criminal  offense  (other  than  minor  traffic  violations)  ;  or  any  material  allega- 
tion that  I  have  conducted  myself  in  a  way  which  may  be  inconsistent  with 
just  and  equitable  principles  of  trade,  or  detrimental  to  the  interest  and  welfare 
of  the  Exchange,  or  contrary  to  an  established  practice  of  the  Exchange;  or 
if  I  violate  any  provision  of  the  Exchange  Constitution  or  of  any  rule  adopted 
by  the  Board  of  Governors  or  of  any  securities  or  insurance  law  or  regulation 
or  of  any  agreement  with  the  Exchange. 

BULE   351.    NEW   LANGUAGE   IN   ITALIC 

Rule  351.  Whenever  any  employee  of  a  member  or  member  organization 
who  Is  registered  with  the  Exchange,  has  ever  been  or  becomes  the  subject  of : 

(a)  any  investigation,  or  proceeding  by  any  governmental  or  securities  or 
insurance  industry  self-regulatory  body ;  or 

(b)  a  refusal  of  registration,  injunction,  censure,  suspension,  expulsion 
or  other  disciplinary  action  by  any  governmental  or  securities  or  insurance 
industry  self-regulatory  body  ;  or 

(c)  a  major  complaint  by  a  customer  of  a  member  organization  or  by  a 
broker-dealer  in  securities ;  or 

(d)  a  disciplinary  action  by  a  member  organization  ;  or 

(e)  any  litigation  or  arbitration  alleging  the  violation  by  the  registered 
employee  of  any  agreement  with  or  provision  of  any  securities  industry  self- 
regulatory  body's,  constitution,  by-laws,  or  rules  of  any  securities  or  insurance 
law  or  regulation  ;  or 

(f)  any  bankruptcy  or  contempt  proceeding,  cease  and  desist  order,  in- 
junction or  civil  judgment  as  party  defendant ;  or 

(g)  any  arrest,  summons,  arraignment,  indictment  or  conviction  for  a 
criminal  offense  (other  than  minor  traffic  violations)  ;  or 

(h)   any  material  allegation  that  he  has  conducted  himself  in  a  way  which 

may  be  inconsistent  with  just  and  equitable  principles  of  trade,  or  detrimental 

to  the  interest  and  welfare  of  the  Exchange,  or  contrary  to  an  established 

practice  of  the  Exchange  ;  or 

whenever  any  such  registered  employee  has  violated  or  violates  any  provision 

of  the  Constitution  or  of  any  Rule  adopted  by  the  Board  of  Governors  or  of 

any  securities  or  insurance  law  or  regulation  or  of  any  agreement  with  the 

Exchange,  such  employee  shall  promptly  notify  his  employer  thereof. 

Whenever  a  member  or  member  organization  has  knowledge  that  any  of  his 
or  its  registered  employees  is  required  to  give  the  notice  required  hereby,  such 
member  or  member  organization  and  such  employee  shall  promptly  notify  the 
Exchange  of  such  matter. 

Senator  Williams.  Mr,  Tobin  ? 

Mr.  Tobin.  I  would  have  to  say  from  the  Midwest  point  of  view, 
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the  point  Mr.  Calvin  makes  about  the  States  stepping  in  and  offering 
adequate  oversight  is  not  a  position  we  adhere  to. 

I  think  it  is  implicit  in  Mr.  Cohen's  comments,  and  in  some  other 
discussions  we  have  had  here  today,  that  the  securities  industry  is 
in  a  very  rapidly  changing  mode. 

As  such,  if  the  Commission  does  not  have  oversight  responsibility 
under  existing  legislation,  I  think  that  is  an  area  that  should  be 
looked  at  so  that  we  don't  have  these  gaps;  and  I  personally  do  not 
believe  that  comparable  oversight  is  afforded,  given  the  widely  varying 
State  regulations  that  obtain  across  the  country. 

Mr,  I^oMis.  If  I  could  just  respond  briefly  to  what  Mr.  Calvin 
said  about  real  estate  investment  trusts.  It  is  true  that  they  are  not  regu- 
lated as  investment  companies  under  the  Investment  Company  Act  of 
1940.  They  are  exempt  from  that  type  of  regulation. 

But  we  have  no  doubt  as  to  our  ability  to  exercise  oversight  over  the 
activities  of  exchange  members  in  dealing  with  those  securities. 

Senator  Williams.  That  whole  colloquy  was  very  useful,  I  appreci- 
ate it. 

Finally,  I  wonder  about  any  basic  policy  that  the  SEC  has  or  the 
exchanges  have  as  to  what  types  of  activities  members  should  be  per- 
mitted to  engage  in.  Is  there  a  basic  and  overriding  policy  ? 

I  wonder  if  there  is  any  policy  meaning  to  be  supplied  behind  the 
rule. 

Mr.  Arning,  Mr.  Chairman,  let  me  respond  to  that  by  pointing 
out  what  I  think  was  part  of  the  original  staff  coments  that 
Mr.  Harris  presented  earlier,  kind  of  a  basic  identification  we  have 
given  to  "kindred  activities,"  which  is  the  placement  and  protection 
of  financial  resources. 

Now  that  has  indeed  been  limited  to  the  area  of  the  "kindred" 
activities.  It  is  the  one  area  where  we  are  seeing  a  good  deal,  and 
we  have  in  the  past  few  years  as  well,  concentration  of  effort,  where 
a  range  of  services  can  be  provided  under  perhaps  one  roof.  Now  that 
area,  I  don't  think  one  can  quarrel  with. 

It  is  fairly  definitive.  To  be  sure,  we  did  not  have  real  estate  in- 
vestment trusts  too  long  ago,  and  we  do  have  them  now,  and  they 
fit  into  this  area  of  definition,  but  I  think  as  a  rule  of  thumb  that 
type  of  approach  to  this  question  is  the  only  valid  way  you  can  look  at 
it. 

We  have  had  some  unusual  examples  in  the  past,  but  I  think  they  are 
rare  rather  than  indicative  of  any  general  trend. 

Mr.  LooMis.  All  I  would  say  on  that  was  that  as  Mr.  Aming  has 
indicated,  the  exchanges,  particularly  the  major  ones,  have  tended  to 
limit  their  member  firms  to  activities  which  you  might  say  are  related 
or,  "kindred,"  or  however  you  wish  to  put  it,  to  the  securities  industry 
and  the  securities  brokerage  function,  or  the  securities  market  func- 
tion, and  we  have  not  found  it  necessary  to  develop  for  ourselves  an 
independent  overall  policy  as  to  activities  that  member  firms 
should  be  allowed  to  engage  in,  and  there  is  a  question  as  to  whether 
they  should  be  more  restricted  in  diversification  than  nonmember 
firms  who  sometimes  get  even  more  diversified. 

But  in  view  of  the  tendency  toward  diversification  in  the  financial 
community,  which  has  been  going  on  very  rapidly,  and  which  is  prob- 
ably the  stimulus  for  the  New  York  Stock  Exchange's  decision  here. 
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I  think  it  is  a  matter  that  the  Commission  should  take  another  look  at, 
and  I  hope  your  Committee  will,  too. 

Mr.  ToBiN.  Speakina:  for  the  Midwest  on  this  subject,  I  am  not  sure 
whether  I  am  at  variance  with  Mr.  Arninof's  statement  or  not,  but 
from  our  point  of  view,  we  would  opt  for  flexibility  in  this  area  of 
deciding  what  is  "kindred"  and  what  is  not. 

Admittedly  the  Midwest  Stock  Exchange  does  not  operate  on  a 
precisely  defined  basis,  in  the  determination  of  what  is  "kindred." 
Senator  Williams.  Do  you  have  a  "kindred"  rule,  too  ? 
Mr.  ToBiN.  In  effect.  It  is  a  policy  of  the  exchange.  It  gears  in  with 
the  thrust  toward  encouraging  and  in  fact  insisting  upon  professional- 
ism and  full  time  participation  and  so  on. 

But  I  think  a  practical,  workable  approach  encompasses,  among 
other  things,  determining  customer  demand  and  the  appropriate  pro- 
fessional level  to  which  a  member  firm  should  operate  and  then  judg- 
ing any  particular  field  of  business  that  is  related  to  financial  services, 
as  an  indi\ddual  case.  Thus,  I  would  not  work  with  precise  definitions. 
So  that  I  personally  would  opt  for  doing  this  on  a  case-by-case 
basis  with  some  flexibility. 

Senator  Williams.  I  have  appreciation  for  that.  Of  course,  it  is  of 
interest  to  us,  too,  how  the  procedures  under  which  the  cases  are  de- 
cided operaJte. 
Mr.  ToBiN.  True. 

Senator  Williams.  One  of  the  surprises  that  comes  to  me  is  that  a 
major  decision  of  new  business  activity  did  not  go  to  mem:bership  for 
its  individual  votes. 

Am  I  right  on  that  ?  It  was  a  Board  of  Governor's  decision  ? 
Mr.  Arning.  Yes,  Mr.  Chairman,  you  are  correct.  These  were  rule 
changes.  If  changes  in  the  Exchange's  constitution  had  been   re- 
quired, it  would  have  been  necessary  to  have  a  membership  vote. 

As  we  pointed  out  earlier,  there  was  an  ample  opportunity  for  the 
industry  at  large  to  comment  to  us,  and  there  was  an  extensive  amount 
of  work  done  by  the  association  in  developing  their  recommendation. 
I  can  hardly  believe  that  the  membership  for  some  years  wasn't  well 
aware  of  what  was  going  on. 

Senator  Williams.  Do  you  gentlemen  see  this  question  of  more  di- 
versification of  business  opportunities  before  you  as  a  continuing 
question  ? 

Mr.  Arning.  Yes. 
Mr.  ToBiN.  I  would  think  so. 

Senator  Williams.  Are  we  going  to  get  into  another  one  of  these 
percentage  things  ?  [Laughter.]  Are  we  going  to  find  ourselves  strait- 
jacketed  by  the  percentage  formula  ? 

You  know,  we  have  had  these  discussions  in  another  context,  but 
this  was  what  it  was  all  about,  just  what  part,  of  the  activity  the 
broker-dealer  was  in  the  public  business  of  securities. 

Mr.  Cohen.  Senator,  as  that  80-20,  or  in  the  Midwest  case,  50-50, 
formula  developed,  it  goes  to  what  part-  of  the  securities  business  must 
be  for  public  customers  as  distinguished  from  affiliates.  It  is  a  related 
question,  but  it  doesn't  really  go  to  what  part  of  tih:&  business  of  a 
firm  must  be  this  or  that  kind  of  securities,  or  this  or  that  kind  of 
kindred  business. 

Senator  Williams.  I  appreciate  it,  but  it  is  all  within  securities, 
but  it  is  the  same  kind  of  question,  in  a  way.  The  broker  is  there  to 
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serve  the  public,  and  he  has  to  be  80  percent  -with  the  public  and  only 
20  percent  affiliated. 

Mr.  OoHEisr.  It  is  based  on  a  different  philosophy,  thoug;h,  sir,  which 
is  that  if  you  have  a  public  marketplace,  the  question  is  wihether  some- 
one should  be  in  that  marketplace  who  doesn't  have  either  a  function 
within  the  marketplace  or  a  public  brokerage  business. 

Now,  whether  that  public  business  must  be  predominant  80  per- 
cent or  predominant  51  percent  or  some  other  percentage  is  a  separate 
question,  but  it  goes  to  a  philosophy  as  to  whether  firms  that  are  mem- 
bers and  admitted  to  the  privilege  of  membership  should  be  able  to 
do  primarily  their  own  business  as  distinguished  from  primarily  serv- 
ing a  public  function.  I  do  think  those  are  separate  issues. 

Senator  Williams.  They  are,  and  I  was  using  the  percentage  to 
suggest  that  we  might  have  a  similar  question  on  the  percent  of  activ- 
ity that  might  be  not  directly  related  to  the  securities  business. 

Mr.  LooMis.  I  tend  to  concur.  You  tend  to  reinforce  my  position  to 
concur  with  Mr.  Tobin  that  we  had  better  not  get  this  too  mathematical. 

Mr.  ToBiN.  If  I  may,  sir,  I  would  like  to  give  our  experience  by  way 
of  an  amplification  of  a  comment  Mr.  Arning  made. 

I  have  not  noticed,  at  least  in  my  personal  contacts  with  insurance 
companies,  any  great  resentment  on  the  part  of  these  companies  di- 
rectly toward  the  brokers  getting  involved  in  the  sale  of  insurance. 
Rather,  what  I  have  noticed  is  that  many  of  these  companies  at  least 
view  this  as  an  arm  in  their  distribution.  I  think  that  is  what  you  are 
trying  to  say. 

Mr.  Arning.  That  is  correct. 

Mr.  ToBiN.  At  least  that  is  a  pereonal  experience  with  some  of  them. 

Senator  Williams.  I  am  sure  that  the  different  views  of  the  changes 
between  1965  and  1970  had  something  to  do  with  the  harder  times  that 
the  brokers  were  having.  It  was  an  economic  question  in  part. 

Mr.  Calvin.  Yes,  it  was. 

Mr.  Arning.  I  would  sav,  Mr.  Chairman,  there  was  a  good  deal  of 
what  we  define  as  external  influences  on  this.  Competition  is  one.  If 
you  are  located  in  Richmond,  Va.,  where  you  had  fine  substantial  or- 
ganizations competing  against  you,  and  you  had  declining  revenues  of 
your  own,  you  are  going  to  feel  this,  and  you  are  going  to  react  in  a  way 
that  is  totally  predictable. 

Mr.  CalWn.  What  might  be  helpful  on  this  point  is  to  refer  again 
to  this  staff  memorandum  which  was  submitted  to  the  Exchange's 
Board  on  the  sale  of  life  insurance.  Included  as  a  part  of  the  memoran- 
dum is  a  copy  of  a  survey  which  had  been  done  by  the  then  Association 
of  Stock  Exchange  Firms  in  August  1970.  The  ASEF,  which  is  now 
the  Securities  Industi-y  Association,  did  a  survey  of  their  members, 
which  at  that  time  was  identical  to  the  membership  of  the  New  York 
Stock  Exchange. 

They  had  202  firms  responding,  asking  if  they  felt  the  NYSE  should 
broaden  its  rules  to  permit  interested  member  organizations  to  sell 
life  insurance.  These  are  all  member  organizations  of  the  New  York 
Stock  Exchange. 

Their  survey,  as  shown  in  the  November  9,  1971,  memorandum  to 
our  Board,  reported  that  55  percent  were  in  favor,  27  percent  against, 
and  the  rest  had  no  opinion.  However,  when  the  member  firms  were 
asked  "if  you  were  permitted  to  sell  life  insurance,  would  you?" 
the  percentages  increased. 
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The  members  of  the  Exchange  were  not  asked  to  vote  on  this  sub- 
ject prior  to  final  board  approval,  and  they  did  not,  because  it  was  not 
a  constitutional  issue,  but  rather  was  only  a  rule  change.  However,  the 
ASEF  had,  prior  to  the  board's  action,  solicited  the  views  of  our 
membership,  which  is  also  their  membership,  and  had  made  that  sur- 
vey available  to  the  board  through  the  staff  memorandum. 

"Also,  I  think  that  this  whole  area  is  in  its  broader  context  one  that 
is  in  the  process  of  rapid  change  at  the  New  York  Stock  Exchange. 

Mr.  Arning  mentioned  in  his  opening  remarks  that  the  New  York 
Stock  Exchange  now  has  a  board  of  21  members,  10  of  whom  are  rep- 
resentatives of  the  public,  and  10  from  the  industry.  Also,  for  the  first 
time  the  Exchngc  will  have  a  full-time  paid  chairman,  Mr.  James 
J.  Needham,  who  will  assume  office  later  this  month. 

We— that  is,  Mr.  Bishop,  Mr.  Arning,  and  I,  and  other  members  of 
the  exchange  staff — have  had  an  opportunity  to  participate  in  the 
two  meetings  the  new  board  has  held,  the  most  recent  being  last 
Thursday. 

I  think  it  is  obvious  that  the  whole  atmosphere  is  going  to  be  much 
more  public  oriented  as  a  result  of  this  reorganization  than  it  has  been 
in  the  past. 

You  know  this  developed  as  a  result  of  Mr.  William  McChesney 
Martin's  recommendations.  I  think  even  apart  from  the  reorganiza- 
tion, the  move  clearly  was  to  a  greater  public  orientation  in  the  realm 
of  the  stock  exchanges,  both  the  New  York  Exchange  and  the  other 
exchanges. 

We  have,  as  I  said  before,  made  a  recommendation  to  the  House 
subcommittee  last  year  which,  in  effect,  would  provide  for  greater 
public  participation  in  our  rulemaking  procedures. 

We  voluntarily  have  followed  that  recommendation.  Most  recently, 
it  was  on  April  20  of  this  year,  when  we  circulated  the  new  member- 
ship and  audit  standards  for  public  comment.  We  did  receive  a  lot  of 
thoughtful  comments  which  have  been  helpful  to  us. 

I  think  we  are  going  to  see  more  of  this  type  of  thing.  I  think  this 
is  probably  due  in  part  to  these  types  of  hearings  you  are  conducting. 
In  summary,  these  developments  are  going  to  inure  to  our  common 
good  and  that  is  to  the  public  good  by  broadening  public  participation 
in  these  areas. 

Senator  Williams.  You  made  my  concluding  speech.  I  appreciate 
that.  One  other  thought  occurred  to  me.  We  have  had  this  available 
to  Governors  and  leaders  and  other  pereons.  Maybe  we  should  make 
our  forum  available  to  new  public  members  of  the  New  York  Stock 
Exchange. 

Maybe  we  will  find  a  good  subject  and  give  them  an  opportunity  here 
as  you  have  had  so  many  times. 

Mr.  Calvin.  If  you  do  that,  I  am  sure  you  will  be  as  impressed  with 
their  competence  as  we  have  be^n. 

Senator  Williams.  Well,  two  or  three  have  been  here  before 
other  committees  of  the  Congress,  and  I  will  agree  that  you  have  some 
magnificent,  broad  gage  new  members.  They  have  been  very  helpful. 

Dr.  Juanita  Kreps,  for  example.  Well,  that  has  been  a  good  ending. 
We  appreciate  it  so  much. 

(T^Hiereupon,  at  3:55  p.m.,  the  subcommittee  adjourned  subject  to 
call  of  the  Chair.) 
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Responses  to  Supplementary  Questions  in  Connection  With  Case 
Study  of  the  Decisions  Involved  in  Permitting  Member  Organi- 
zations to  Sell  Life  Insurance 

MIDWEST  STOCK  EXCHANGE 

United   States   Senate, 
Committee  on  Banking  and  Urban  Affairs, 

Washington,  D.C.,  August  11, 1972. 
Mr.  Michael  E.  Tobin, 
President,  Midwest  Stock  Exchange, 
120  So.  LaSalle  Street,  Chicago,  III. 

Dear  Mr.  Tobin  :  The  Senate  Subcommittee  on  Securities  appreciates  your 
appearing  at  tlie  August  9,  1972  hearing  on  the  functioning  of  the  regulatory 
process  in  the  securities  industry.  Your  cooperation  and  contribution  in  con- 
nection with  the  case  study  relating  to  insurance  sales  by  exchange  members 
will  be  most  helpful  to  the  Subcommittee  in  preparing  the  final  report  of  its 
Securities  Industry  Study 

In  order  that  the  Subcommittee  may  have  the  benefit  of  your  views  on  those 
issues  raised  by  the  insurance  case  which  we  were  unable  to  cover  at  the  hearings, 
I  would  appreciate  your  written  responses  to  the  attacS<ed  questions  I  hope 
you  will  also  feel  free  to  elaborate  on  or  react  to  any  of  the  remarks  made  at 
the  hearing  We  look  forward  to  receiving  your  comments  at  your  earliest 
convenience. 

Sincerely, 

Harbison  A.  Williams,  Jr. 

Questions  for  the  Midwest  Stock  Exchange 

The  following  questions  should  be  answered  in  the  context  of  decision  mak- 
ing process  illustrated  by  the  full  case  study  the  "questions  and  issues"  included 
in  that  study  may  be  helpful  in  focusing  your  answers. 

1.  What  limitations  does  the  MSE  place  on  the  ability  of  its  member  organiza- 
tions and  the  employees  of  those  organizations  to  engage  in  activities  which  are 
not  kindred  to  the  securities  business  ? 

What  are  the  justifications  for  such  limitations? 

Is  it  relevant  to  your  reasons  for  imposing  such  limitations  or  to  your  au- 
thority for  doing  so  that  the  Commission  has  filed  the  following  statement  with 
the  Subcommittee  in  response  to  question  7  of  the  institutional  membership 
questionnaire : 

The  Commission  indicated  in  its  February  2,  1972  Policy  Statement  that  it 
believes  that  the  "primary  purpose"  requirement  (for  example,  as  it  presently 
exists  in  Rule  318  of  the  New  York  Stock  Exchange)  is  not  essential  to  accom- 
plish the  Commission's  specific  objectives  of  ensuring  the  public  nature  of  stock 
exchanges.  Similarly,  we  do  not  believe  it  is  crucial  to  these  objectives  to  limit 
the  types  of  business  in  which  member  firms  may  engage,  for  example,  to  those 
"kindred"  to  the  securities  business.  Involvement  in  other  business  activities 
does  not  threaten  the  essential  nature  of  the  exchange  markets,  as  public  insti- 
tutions. However,  if  an  exchange  should  determine  that  a  limitation  of  business 
activities  to  those  "kindred"  to  the  securities  business  is  warranted  in  order  to 
accomplish  some  other  valid,  self-regulatory  purpose,  we  are  not  inclined  to 
object. 

2.  What  standards  does  the  MSE  use  to  determine  which  activities  member 
organizations  are  permitted  and  prohibited  from  engaging  in? 

3.  What  authority  does  the  Exchange  have  for  regulating  the  insurance  ac- 
tivities of  its  members? 

(163) 
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4.  In  1961  Mr.  Keith  Funston  remarked :  "Any  member  of  the  New  York 
Stock  Exchange  is  responsible  to  the  Exchange  for  the  performance  of  just  and 
equitable  principles  of  trade  in  any  line  of  business  in  which  he  is  engaged." 

Do  you  agree  with  this  statement  insofar  as  the  MSE  and  its  members  are 
concerned  ? 

What  standards  define  the  scope  and  nature  of  an  exchange's  responsibility  for 
the  non-securities  activities  of  its  members  ? 

5.  Should  the  Commission  expressly  define  the  scope  of  self-regulatory  responsi- 
bility or  should  the  matter  be  left  to  the  individual  exchanges?  Is  there  a  need 
for  legislative  clarification? 

6.  What  procedures  should  the  exchanges  follow  in  making  significant  policy 
determinations? 

Should  they  be  required  to  give  notice  and  opportunity  for  public  comment 
before  making  policy  determinations  ? 

Should  they  be  required  to  give  a  public  statement  of  the  basis  and  purpose 
of  their  policy  determinations? 

Should  the  Securities  Exchange  Act  of  1934  be  amended  to  prescribe  minimum 
procedural  formalities  (e.g.,  similar  to  those  in  the  Administrative  Procedure 
Act)  to  be  followed  by  the  exchanges  in  making  significant  policy  determinations? 

7.  Should  the  Commission  have  followed  more  "formal"  procedures  in  review- 
ing the  rules  relating  to  life  insurance  sales?  What  should  the  procedures  have 
been? 

8.  Should  the  Commission  generally  utilize  more  "formal"  procedures  in  re- 
viewing significant  exchange  rule  changes? 

9.  Should  the  Exchange  Act  be  amended  to  require  the  Commission  to  make  an 
aflBrmative  or  negative  decision  on  exchange  rule  changes  of  the  importance  of 
the  insurance  proposal?  Should  the  Commission  be  required  to  make  specific 
findings  in  "approving"  rule  changes?  (See  Sec.  6(d)  of  the  Securities  Exchange 
Act  of  1984) 

10.  Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commission 
has  not  made  a  "ruling"  on  a  particular  subject — e.g.,  arrangements  whereby 
members  will  sell  life  insurance  policies  of  only  one  company — that  subject  is 
not  "questionable"  ? 

Answers  From  the  Midwest  Stock  Exchange 

Midwest  Stock  Exchange, 
Chicago,  III.,  October  2,  1972. 

Senator  HAifRisoN  A.  Williams,  Jr., 

U.S.  Senate  Committee  on  Banking,  Housing  and  Urban  Affairs,   Washington, 
D.C. 

Dear  Senator  Williams  :  We  appreciate  this  opportunity  to  present  our  views 
on  a  number  of  questions  relating  to  insurance  sales  by  exchange  members  which 
your  Subcommittee  was  unable  to  cover  at  the  August  9,  1972  hearing. 

By  way  of  introduction,  we  have  set  forth  below  some  pertinent  provisions  of 
our  Rules  which  relate  to  the  activities  of  member  organizations  and  member 
personnel  and  the  limitations  placed  on  the  activities  of  such  members  and  per- 
sonnel of  member  organizations. 

Article  I,  Rule  1(c)  of  the  Bylaws  (Part  II)  of  the  Midwest  Stock  Exchange, 
Incorporated  states:  "The  principal  purpose  and  activity  of  a  member  firm  or 
member  corporation  ("member  organization")  shall  be  ...  to  conduct  a  general, 
public  securities  business."  Following  this  general  proscription  of  the  principal 
purpose  and  activity  of  a  member  organization  the  Midwest  Stock  Exchange 
Rules  describe  criteria  in  Rules  1(c)  (1),  (2)  and  (3)  which  are  used  to  ascertain 
whether  a  member  organization  may  be  deemed  to  be  engaged  in  the  conduct  of 
a  general  public  securities  business. 

Article  I,  Rule  1,  (0)  (4)  states  that  "a  member  organization  meeting  the  fore- 
going qualifications  as  to  its  principal  purpose  and  activity  shall  not  be  ineligible 
for  membership  by  reason  of  engaging  in  any  other  aspect  of  the  securities  busi- 
ness (unless  in  violation  of  other  rules  or  written  policies  of  the  Exchange), 
the  commodities  business,  or  to  the  extent  permitted  by  Article  XXXI,  the  life 
insurance  business,  but  it  may  not  engage  in  any  business  or  businesses  other  than 
the  foregoing  without  the  express  approval  of  the  Exchange." 

Article  XVI,  Rule  5  entitled  "Employment  of  Registered  Representatives"  states 
that  "a  registered  representative  shall  devote  full  time  to  (i)  the  securities  busi- 
ness and  other  businesses  of  the  member  organization  that  are  authorized  by  or 
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have  been  approved  by  the  Exchange  pursuant  to  Rule  1  (c)  (4)  of  Article  I,  and 
(ii)  the  securities  business  of  any  corporate  affiliate  or  affiliates  of  the  member 
organization  approved  by  the  Exchange  pursuant  to  Rule  7  and  Rule  9  of  Article 
XV."  Rule  7  relates  to  the  securities  business  of  parents  and  subsidiaries.  Rule 
9  relates  to  interests  of  member  organizations  and  member  organization  personnel 
in  other  corporations. 

Article  XXXI,  Rule  3  entitled  "Qualifications  of  Members'  Employees"  states 
"No  employee  of  a  member  organization  may  engage  in  the  sale  of  life  insurance 
unless  his  qualifications  are  first  established  to  the  satisfaction  of  the  Exchange 
by  evidence  of  prior  satisfactory  experience  in  such  work,  successful  completion 
of  an  approved  training  course  or  an  Exchange-approved  examination.  Each  such 
employee  must  be  a  full-time  employee." 

Our  justification  for  the  limitations  recited  above  is  premised  upon  our  con- 
cern for  the  protection  of  the  investor,  the  financial  viability  of  securities  firms, 
the  potential  dilution  of  management  or  supervision,  and  the  development  of  pro- 
fessionalism on  the  part  of  member  organizations  and  member  organization  per- 
sonnel. Moreover,  we  believe  that  the  securities  business  is  of  such  financial 
importance  and  complexity  that  anyone  engaging  in  it  ought  to  be  involved  in  it 
on  a  full-time  rather  than  on  a  part-time  basis.  Consequently,  individuals  and 
firms  that  are  in  the  securities  business  should  not  also  be  at  the  same  time  ac- 
tively involved  in  other,  unrelated  businesses.  However,  this  proscription  is  not 
necessarily  applicable  to  separate  entities  that  are  affiliated  in  any  way  with 
member  organizations.  Our  rules  and  policies  provide  opportunity  for  securities 
firms  to  be  affiliated  with  non-securities  firms  provided  that  there  is  sufficient 
separation  so  that  personnel,  facilities  and  financial  records  of  the  securities 
firm  are  clearly  identified. 

In  determining  whether  and  how  to  impose  limitations  on  the  businesses  en- 
gaged in  by  securities  firms  we  bear  in  mind  that  the  securities  business  in- 
cludes many  different  specialties  in  addition  to  participating  in  listed  markets ; 
for  example,  over-the-counter  markets,  municipal  obligations,  mutual  funds  and 
corporate  underwritings.  These  specialties  have  been  traditionally  associated  with 
differing  combinations  in  various  firms.  We  do  not  have  any  difficulty  in  regard 
to  permitting  any  activities  relating  to  any  such  combination  in  a  member  or- 
ganization provided  that  a  substantial  portion  of  the  firm's  business  consists  of 
acting  as  a  broker,  in  listed  securities  or  performing  a  recognized  function  on 
our  Exchange  floor. 

Recently  we  ascertained  that  due  to  the  convergence  of  economic  and  financial 
forces  the  sale  of  life  insurance  should  be  included  as  a  specialized  financial 
service  by  a  member  firm  and  we  amended  our  rules  so  as  to  expressly  permit 
this  activity.  See  Article  XXXI,  Midwest  Stock  Exchange  Constitution  and 
Rules.  This  amendment  reflected  not  so  much  a  policy  change  on  our  part  as  a 
recognition  of  changes  in  the  relationship  of  the  securities  business  and  the  life 
insurance  business  at  the  customer  level. 

A  number  of  developments  in  recent  years  led  the  Midwest  Stock  Exchange  to 
conclude  that  the  sale  of  life  insurance  can  be  efficiently  handled  by  our  member 
organizations  and  that  the  Exchange  should  regulate  such  an  activity  on  the 
part  of  its  members.  It  has  become  increasingly  evident  to  knowledgeable  in- 
vestors that  security  investments  and  life  insurance  are  integral  elements  in 
sound  financial  planning.  The  demarcation  between  securities  investment  and 
insurance  services  is  not  as  sharp  as  it  has  been  in  the  past.  In  recent  years  there 
have  been  many  types  of  financial  packages  involving  both  investment  and  in- 
surance components,  such  as  mutual  funds  protected  by  insurance,  equity  fund- 
ing, and  variable  annuities. 

As  a  practical  matter,  the  standards  for  determining  which  activities  member 
organizations  are  permitted  or  prohibited  from  engaging  in  are  not  sharply  de- 
fined. However,  this  flexibility  permits  securities  firms  to  adapt  their  financial 
services  to  the  needs  of  their  client  customers  and  their  own  operational  capa- 
bilities. In  terms  of  specific  standards  the  Exchange  raises  the  following  type 
issues:  are  the  same  types  of  customers  or  clients  involved;  does  participa- 
tion in  the  business  involve  similar  type  training  and  experience ;  are  the  finan- 
cial services  offered  interrelated;  and  how  are  the  customer's  financial  needs 
best  served.  Obviously,  there  are  no  hard  and  fast  lines  that  may  be  drawn  which 
will  serve  at  all  times  and  places.  Those  lines  which  may  be  appropriate  at  one 
time  may  cease  to  be  at  a  later  time. 

As  a  corporate  matter,  the  scope  of  the  Exchange's  authority  is  set  forth  in 
its  Articles  of  Incorporation   (or  prior  to  the  recent  incorporation,  in  its  Ar- 
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tides  of  Association).  As  a  statutory  matter,  although  the  Securities  Exchange 
Act  of  1934  does  not  speak  in  terms  of  self-regulation  in  the  insurance  area, 
Sec.  6(c)  contemplates  the  adoption  and  enforcement  of  rules  by  registered  ex- 
changes in  addition  to  those  expressly  required.  Further,  we  would  consider  that 
an  exchange  is  authorized  to  engage  in  self-regulation  deemed  necessary  to  carry 
out  a  clear  statutory  purpose,  whether  it  is  a  general  purpose  such  as  protec- 
tion of  investors  and  the  public  interest  or  a  specific  purpose  such  as  safeguard- 
ing the  financial  responsibility  of  members. 

We  do  not  believe,  as  a  policy  matter,  that  it  is  necessary  or  desirable  to  require 
by  statute  that  the  Securities  and  Exchange  Commission  always  make  an  af- 
firmative or  negative  decision  on  important  rule  changes.  We  believe  that  the 
Commission  should  speak  in  a  definitive  manner  to  provide  anti-trust  exemption 
for  actions  taken  by  the  Exchange  in  fulfillment  of  its  self-regulatory  responsi- 
bilities. It  seems  unnecessarily  burdensome  to  require  specific  "findings"  for  all 
rule  changes.  However,  the  Commission  should  attempt  to  speak  as  unambigu- 
ously as  possible  as  to  what  it  is  requiring,  approving,  accepting  or  not  passing 
on. 

The  Exchange  recognizes  its  responsibilities  to  the  public,  to  member  organiza- 
tions and  other  self-regulatory  bodies  and  attempts  to  be  a  dynamic  participant 
with  the  Commission  in  the  regulatory  process.  Consequently,  it  has  endeavored 
to  utilize  procedures  in  making  significant  policy  determinations,  as  in  other 
areas,  which  maximize  administrative  efiiciency  without  impairing  its  ability  to 
act  timely  and  consistent  with  its  self -regulatory  responsibilities. 

Since  policy  determinations  directly  affect  member  organizations  and  member 
organizations  elect  their  governing  bodies,  the  member  organizations  have,  as  in 
most  other  public,  quasi-public  and  private  corporate  organizations  delegated 
policy  functions  to  the  Board  of  Governors  or  the  Executive  Committee  of  the 
Board  of  Governors.  Given  the  dynamic  character  of  the  securities  business  and 
securities  regulation,  it  seems  to  be  inconsistent  with  good  management  principles 
and  incompatible  with  logical  and  rational  decision-making  processes  to  survey 
our  member  organizations  prior  to  every  significant  policy  determination  or  to 
submit  such  policy  determinations  to  our  member  organizations  for  ratification. 
Hence,  it  is  not  our  practice  to  do  so  except  in  rather  extraordinary  circum- 
stances. Policy  determinations  by  the  Exchange  can  also  affect  others  than 
members — including  other  broker-dealers,  professional  investors,  public  investors 
and  the  general  public.  Since  the  Securities  and  Exchange  Commission's  over- 
sight applies  to  most  aspects  of  an  Exchange's  business,  including  significant 
policy  determinations,  the  Commission  itself  must  consider  (and  in  recent  years 
has  considered)  whether  others  should  be  given  the  opportunity  for  public  com- 
ment before  making  significant  policy  determinations.  We  believe  that  it  is 
sufiicient  for  the  purpose  to  leave  this  determination  to  the  Securities  and  Ex- 
change Commission  rather  than  having  the  questions  of  notice  and  opportunity 
for  hearing  occur  at  two  levels,  first  with  the  Exchange  and  secondly  with  the 
Securities  and  Exchange  Commission. 

Since  the  Exchange  is  subject  to  both  regulation  and  oversight  by  the  Securi- 
ties and  Exchange  Commission  and  since  all  rule  changes  are  submitted  to  the 
Securities  and  Exchange  Commission  prior  to  implementation  it  does  not  appear 
that  any  administrative  efficiencies  would  be  gained  nor  the  decisionmaking 
process  improved  through  amending  the  Securities  Exchange  Act  of  1934  to 
provide  certain  procedural  formalities  as  prescribed  by  the  Administrative  Pro- 
cedure Act,  5  U.S.C,  Paragraphs  551-559.  Since  Commission  oversight  applies 
to  most  aspects  of  an  Exchange's  business,  we  believe  that  it  is  sufficient  to  leave 
this  to  the  Securities  and  Exchange  Commission.  In  summary,  we  believe  that  it  is 
unnecessary  at  this  time  to  modify  the  Securities  Exchange  Act  of  1934  to  pre- 
scribe procedural  formalities  to  be  followed  by  Exchanges  in  making  significant 
policy  changes. 

Finally,  we  note  that  in  recent  years  the  Securities  and  Exchange  Commission 
has  exercised  its  review  powers  much  more  actively  than  formerly.  Besides 
adopting  Rule  17a-8  to  require  advance  filings  it  has  adopted  various  procedures 
to  both  obtain  and  disseminate  additional  information  from  interested  parties. 
Until  there  have  been  further  experiences  with  these  administrative  practices, 
we  believe  that  the  present  flexibility  of  administrative  practices  should  be 
maintained  so  that  different  procedures  may  be  used  as  dictated  by  circumstances. 
As  a  general  matter,  we  believe  it  is  helpful  to  us,  and  we  assume  it  is  also  helpful 
to  others,  to  have  the  Securities  and  Exchange  Commission  articulate  the  policies 
wherever  possible.  This  procedure  serves  both  to  assure  that  the  Commission  is 
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acting  within  the  scope  of  their  powers  and  to  provide  guidance  for  our  own 
activities  which  are  subject  to  their  oversight  and  regulation.  As  a  practical 
matter,  the  scope  of  regulatory  authority  and  responsibility  are  constantly 
evolving  parameters  which  must  be  responsive  to  constantly  changing  circum- 
stances. Therefore,  it  seems  that  the  precise  limits  of  regulatory  authority  and 
responsibility  may  be  difficult  to  specify  at  particular  points  in  time. 

If  we  can  be  of  any  further  assistance  to  your  Subcommittee,  please  let  me 
know. 

Very  truly  yours, 

Michael  E.  Tobin,  President. 


NEW  YORK  STOCK  EXCHANGE 

United  States  Senate, 
Committee  on  Banking,  Housing  and  Urban  Affaibs, 

Washington,  B.C.,  August  11, 1972. 
Mr.  Lee  D.  Abning, 

Senior  Vice  President,  New  York  Stock  Exchange, 
11  Wall  Street,  Netv  York,  N.Y. 

Dear  Mr.  Arning  :  The  Senate  Subcommittee  on  Securities  appreciates  your 
appearing  at  the  August  9,  1972  hearing  on  the  functioning  of  the  regulatory 
process  in  the  securities  industry.  Your  cooperation  and  contribution  in  connec- 
tion with  the  case  study  relating  to  insurance  sales  by  exchange  members  will  be 
most  helpful  to  the  Subcommittee  in  preparing  the  final  report  of  its  Securities 
Industry  Study. 

In  order  that  the  Subcommittee  may  have  the  benefit  of  your  views  on  those 
issues  raised  by  the  insurance  case  which  we  were  unable  to  cover  at  the  hear- 
ings, I  would  appreciate  your  written  responses  to  the  attached  questions.  I 
hope  you  will  also  feel  free  to  elaborate  on  or  react  to  any  of  the  remarks  made 
at  the  hearing.  We  look  forward  to  receiving  your  comments  at  your  earliest 
convenience. 

With  every  good  wish,  I  am 
Sincerely, 

Harrison  A.  Williams,  Jr. 


Questions  for  the  New  York  Stock  Exchange 

The  following  questions  should  be  answered  in  the  context  of  the  decision 
making  process  illustrated  by  the  full  case  study.  The  "questions  and  issues"  in- 
cluded in  that  study  may  be  helpful  in  focusing  your  answers. 

1.  Does  the  NYSE  place  any  limitations  on  the  ability  of  its  member  organiza- 
tions and  the  employees  of  those  organizations  to  engage  in  activities  which  are 
not  kindred  to  the  securities  business? 

If  so,  what  is  the  justification  for  each  limitation? 

If  not,  what  is  the  justification  for  restricting  "kindred"  activities  but  not 
similarly  restricting  "non-kindred"  activities? 

2.  What  standards  does  the  NYSE  use  to  determine  which  activities  member 
organizations  should  be  permitted  and  prohibited  from  engaging  in? 

3.  In  1961  ]Mr.  Keith  Funston  remarked :  "Any  member  of  the  New  York  Stock 
Exchange  is  responsible  to  the  Exchange  for  the  performance  of  just  and  equit- 
able principles  of  trade  in  any  line  of  business  in  which  he  is  engaged." 

Is  this  still  the  position  of  the  NYSE? 

What  standards  define  the  scope  and  nature  of  an  exchange's  responsibility  for 
the  non-securities  activities  of  its  members? 

4.  Should  the  Commission  expressly  define  the  scope  of  self-regulatory  respon- 
sibility or  should  the  matter  be  left  to  the  individual  exchanges?  Is  there  a  need 
for  legislative  clarification? 

5.  What  procedures  should  the  exchanges  follow  in  making  significant  policy 
determinations  ? 

Should  they  be  required  to  give  notice  and  opportunity  for  public  comment 
before  making  policy  determinations? 

Should  they  be  required  to  give  a  public  statement  of  the  basis  and  purpose 
of  their  policy  determinations? 

Should  the  Securities  Exchange  Act  of  1934  be  amended  to  prescribe  minimum 
procedural  formalities   (e.g.,  similar  to  those  in  the  Administrative  Procedure 
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Act)   to  be  followed  by  the  exchanges  In  making  significant  policy  determina- 
tions ? 

6.  Should  the  Commission  have  followed  more  "formal"  procedures  in  review- 
ing the  rules  relating  to  life  insurance  sales?  What  should  the  procedures  have 
been? 

7.  Should  the  Commission  generally  utilize  more  "formal"  procedures  in  re- 
viewing significant  exchange  rule  changes  ? 

8.  Should  the  Exchange  Act  be  amended  to  require  the  Commission  to  make 
an  affirmative  or  negative  decision  on  exchange  rule  changes  of  the  importance 
of  the  insurance  proposal?  Should  the  Commission  be  required  to  make  specific 
findings  in  "approving"  rule  changes?  (See  Sec.  6(d)  of  the  Securities  Exchange 
Act  of  1934). 

9.  Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commission 
has  not  made  a  "ruling"  on  a  particular  subject— e.g.,  arrangements  whereby 
members  will  sell  insurance  policies  of  only  one  company — that  subject  is  not 
"questionable"? 

Answers  From  the  New  York  Stock  Exchange 

New  York  Stock  Exchange,  Inc., 
New  York,  N.Y.,  September  12,  1972. 
Hon.  Harrison  A.  Williams,  Jr., 

U.S.  Senate,  Committee  on  Banking,  Housing  and  Urhwn  Affairs,  Washington, 
D.C. 
Dear  Senator  Williams  :  It  is  a  pleasure  to  respond  to  your  letter  of  August 
11  to  Mr.  Lee  D.  Arning,  who  has  left  the  Exchange  staff. 

Our  answers  to  your  questions  are  attached.  Please  let  us  know  if  we  can  be 
helpful  in  further  explanation  on  these  matters. 
Sincerely  yours, 

Robert  M.  Bishop. 


Answers  of  Robert  M.  Bishop  to  Supplementary  Questions  of  the  United 
States  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs — 
Subcommittee  on  Securities 

1.  Does  the  NYSE  place  any  limitations  on  the  ability  of  its  member  organiza- 
tions and  the  employees  of  those  organizations  to  engage  in  activities  which  are 
not  kindred  to  the  securities  business? 

If  so,  what  is  the  justification  for  each  limitation? 

If  not,  what  is  tlie  justification  for  restricting  "kindred"  activities  but  not 
similarly  restricting  "non-kindred"  activities? 

The  Exchange's  basic  purpose  is  and  always  has  been  related  to  its  members' 
activities  as  securities  brokers  and  dealers.  Section  2  of  Article  I  of  the  Exchange 
Constitution  is  the  formal  enunciation  of  the  Exchange's  basic  objects  and  pur- 
poses and  is  written  in  the  context  of  its  members'  activities  as  brokers  and  deal- 
ers in  securities.  The  obligations  imposed  upon  exchanges  by  the  Securities  Ex- 
change Act  of  1934  relate  also  to  these  activities  of  its  members  and  not  to  activi- 
ties in  some  other  area  per  se.  Rule  318  as  well  as  the  Ctonstitution  specifically 
requires  that  the  primary  purpose  of  every  member  organization  shall  be  the 
transaction  of  business  as  brokers  and  dealers  in  securities.  However,  in  recog- 
nition of  the  natural  desire  on  the  part  of  member  organizations  to  expand  serv- 
ices into  kindred  activities.  Rule  318  permits  such  activities,  but  only  with  the 
prior  approval  of  the  Exchange.  This  seems  entirely  justified,  for  if  the  Ex- 
change's basic  purpose  is  to  upgrade  the  securities  industry,  it  follows  that  its 
members  activities  should  be  primarily  devoted  to  this  activity.  Also,  if  the  Ex- 
change is  to  be  in  a  position  to  effectively  police  its  member  organizations,  it 
must  be  fully  aware  of  the  various  activities  of  those  member  organizations  and 
consequently  must  be  kept  informed  as  to  what  those  activities  are.  Kindred 
activities  of  member  organizations,  while  permissible  with  the  prior  consent  of 
the  Exchange,  should  be  scrutinized  to  be  sure  they  will  not  unduly  expose  the 
member  organization's  financial  responsibility  or  endanger  its  customers  or 
perhaps  create  unacceptable  potential  confiicts  of  interest. 

The  Exchange  places  an  overall  limit  on  the  activities  of  its  member  organiza- 
tions outside  the  securities  business  under  Rule  318,  which  requires  that  at 
least  50%  of  the  gross  income  of  each  member  organization  must  be  from  activi- 
ties as  a  broker  or  dealer  in  securities.  Within  this  overall  limit,  the  Exchange, 
in  general,  would  not  object  to  its  member  organizations  and  their  employees 
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being  investors  in  activities  which  are  not  kindred  to  the  securities  business, 
with  the  exception  of  the  unlikely  possibility  that  such  an  investment  would 
associate  the  firm  or  individual  with  organized  crime. 

As  a  matter  of  practice,  the  Exchange  also  limits  the  active  participation  by 
members,  allied  members,  oflBcers  and  registered  representatives  in  any  activity 
which  is  not  kindred  to  the  securities  business,  and  which  is  carried  on  outside 
their  member  organizations.  Enclosed  are  copies  of  Rules  318  and  346,  which 
establish  certain  guidelines  for  such  activities.  The  justification  for  limitations 
which  might  be  placed  on  such  activities  are  regulatory  in  nature.  Employees 
and  partners  of  member  organizations  are  in  a  general  sense  agents  of  the 
organization,  and  the  Exchange  is  concerned  lest  any  seemingly  outside  activity 
of  such  an  employee  or  partner  should  create  a  liability  for  the  member 
organization.  Further,  to  aid  in  supervision  and  control.  Exchange  rules  require 
that  all  partners,  oflScers,  and  registered  representatives  should  be  full-time 
employees. 

Similarly,  the  Exchange  would  scrutinize  carefully  any  kindred  or  non-kindred 
activity  in  which  a  member  organization  itself  engages,  either  within  its  own  legal 
entity  or  in  a  subsidiary  which  is  operated  by  the  member  organizations'  person- 
nel. The  regulatory  purpose  is  similar,  as  illustrated  by  the  following  two 
examples : 

(a)  Exchange  control  today  is  exercised  principally  through  control  of  the 
organization's  partners,  officers  and  directors.  An  imi>ortant  point  in  this  control 
is  that  officers  and  a  majority  of  directors  must  be  experienced  in  the  securities 
business  and  spend  the  major  part  of  their  time  in  it.  This  is  obviously  not  feasi- 
ble in  enterprises  which  are  primarily  in  other  businesses  and  only  to  a  minor 
extent  in  the  securities  business.  Consequently,  the  Exchange  requires  that  mem- 
ber organizations  be  principally  in  the  securities  business.  This  insures  the  firm's 
officers  remaining  responsive  to  regulatory  control  by  the  Exchange. 

(b)  In  considering  the  engagement  of  naember  organizations  either  in  kindred 
or  non-kindred  businesses,  the  effect  on  regulation  of  the  member  organization's 
capital  is  also  considered.  Is  it  a  business  with  real  or  contingent  liabilities  or 
assets  of  a  type  which  would  be  difficult  to  evaluate  for  the  purpose  of  integrating 
them  into  the  Exchange's  liquid  capital  requirement?  Would  the  risks  involved 
in  the  other  activity  endanger  the  securities  customers  of  the  member  organiza- 
tion? It  has  been  possible  for  the  Exchange  staff  to  apply  reasonable  capital 
treatment  to  occasional  kindred  or  non-kindred  enterprises  of  member  organiza- 
tions which  do  not  have  complicated  financial  structures  or  problems,  but  it  is 
not  believed  that  this  could  be  done  on  a  large  scale  with  complicated  evaluation 
problems  in  diverse  industries. 

In  practice,  this  has  not  been  a  problem  as  it  has  been  very  rare  for  member 
organizations  to  desire  to  participate  in  non-kindred  activities.  Occasionally,  in 
connection  with  its  corporate  finance  and  underwriting  functions,  a  member 
organization  will  furnish  management  during  the  reorganization  phase  of  the 
non-kindred  business,  usually  through  placing  certain  of  the  member  organization 
personnel  on  leave  to  serve  as  executives  of  the  company  being  reorganized. 

2.  What  standards  does  the  NYSE  use  to  determine  which  activities  member 
organizations  should  be  permitted  and  prohibited  from  engaging  in? 

As  explained  above,  the  standards  applied  are  primarily  whether  the  type  of 
activity  would  create  risk  for  securities  customers,  whether  the  assets  and  Uabili- 
ties  associated  with  the  proposed  activity  can  be  reasonably  comprehended  within 
broker-dealer  capital  regulation,  whether  the  activity  would  unduly  distract  firm 
management  from  their  primary  responsibilities  as  broker-dealers.        ,    ,    „,     , 

3  In  1961  Keith  Funston  remarked:  "Any  member  of  the  New  York  btock 
Exchange  is  responsible  to  the  Exchange  for  the  performance  of  just  and  equi- 
table principles  of  trade  in  any  line  of  business  in  which  he  is  engaged. ' 

Is  this  still  the  position  of  the  NYSE? 

What  standards  define  the  scope  and  nature  of  an  exchange  s  responsibility  tor 
the  noa-securities  activities  of  its  members?  -i.,     ^    ^.i. 

It  is  still  the  position  of  the  Exchange  that  any  member  is  responsible  to  the 
Exchange  for  any  business  conduct,  but  it  is  not  the  position  of  the  Exchange  that 
the  Exchange  has,  in  practice,  equal  responsibility  for  surveillanceof  each  line 
of  endeavor  of  a  member.  The  surveillance  responsibilities  of  the  Exchange  are 
primarily  in  the  areas  of  the  NYSE  marketplace  and  financial  responsibility  of  its 
members  and  member  organizations.  The  Exchange's  principal  surveillance  and 
regulatory  efforts  are  directed  to  these  responsibilities.  Competent  regulation  of 
certain  other  areas  of  the  securities  busine.ss  is  primarily  provided  by  other 
national  securities  exchanges,  the  National  Association  of  Securities  Dealers,  or 
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the  SEC.  Similarly,  the  Exchange  believes  that  where  competent  regulation  of 
other  permissible  member  organization  activities  is  provided  by  governmental 
agencies,  such  as  appears  to  be  the  case  with  the  sale  of  life  insurance,  this 
regulation  can  best  be  left  to  the  expertise  of  those  agencies,  at  least  until 
evidence  to  the  contrary  is  developed. 

4.  Should  the  Commission  expressly  define  the  scope  of  self-regulatory  respon- 
sibility or  should  the  matter  be  left  to  the  individual  exchanges?  Is  there  a  need 
for  legislative  clarification? 

It  may  be  desirable  for  the  SEC  to  define  the  scope  of  self-regulatory  responsi- 
bility of  individual  organizations. 

5.  What  procedures  should  the  exchanges  follow  in  making  significant  policy 
determinations? 

Should  they  be  required  to  give  notice  and  opportunity  for  public  comment 
before  making  policy  determinations? 

Should  they  be  required  to  give  a  public  statement  of  the  basis  and  purpose 
of  their  policy  determinations? 

Should  the  Securities  Exchange  Act  of  1984  be  amended  to  prescribe  mini- 
mum  procedural  formalities  (e.g.,  similar  to  those  in  the  Administrative  Proce- 
dure Act)  to  be  followed  by  the  exchanges  in  making  significant  policy  deter- 
minations? 

Exchange  president,  Robert  W.  Haack,  on  November  17,  1971  in  testimony  be- 
fore the  Subcommittee  on  Commerce  and  Finance  of  the  House  Committee  on 
Interstate  and  Foreign  Commerce  responded  to  a  question  regarding  the  man- 
ner in  which  the  adoption  of  rules  of  national  securities  exchanges  could  be  made 
more  public.  In  this  connection,  the  House  Committee  referred  to  suggestions 
made  in  a  recent  note  in  the  80  Yale  Law  Journal  811  (1971)  which  suggested 
that,  in  effect,  all  proposed  rules  of  national  securities  exchanges  be  publicized 
by  the  SEC,  that  important  rules  be  subject  to  SEC  public  hearings  or  that  the 
Commission  solicit  comments  on  proposed  exchange  rules ;  and,  that  "the  SEC 
should  write  an  opinion  articulating  its  findings  and  reasons  in  connection  with 
any  exchange  reforms  it  approves." 

In  response  to  the  question,  the  Exchange  indicated  that  it  would  support  such 
a  procedure  and  would  welcome  it.  "Our  only  concern  would  be  that  any  new 
procedure  not  delay  necessary  action  by  the  Exchange  or  hamper  the  Exchange 
from  acting  expeditiously  when  circumstances  require  prompt,  decisive  action." 

6.  Should  the  Commission  have  followed  more  "formal"  procedures  in  review- 
ing the  rules  relating  to  life  insurance  sales?  What  should  the  procedures  have 
been? 

As  we  understand  the  testimony  at  the  hearing  on  September  9,  1971,  the 
Commission  believes  that  it  is  prohibited  by  law  from  regulating  the  activities 
of  broker-dealers  in  the  area  of  life  insurance  sales.  In  view  of  this,  we  do  not 
believe  the  more  formal  procedures  would  have  been  in  order  in  reviewing  the 
rules  relating  to  life  insurance  sales. 

7.  Should  the  Commission  generally  utilize  more  "formal"  procedures  in  re- 
viewing significant  exchange  rule  changes? 

The  Exchange  supports  the  more  formal  procedures  suggested  in  our  answer 
to  Question  5. 

2.  Should  the  Exchange  Act  be  amended  to  require  the  Commission  to  make 
an  aflarmative  or  negative  decision  on  exchange  rule  changes  of  the  importance 
of  the  insurance  proposal?  Should  the  Commission  be  required  to  make  specific 
findings  in  "approving"  rule  changes?  (See  Section  6(d)  of  the  Securities  Ex- 
change Act  of  1934) 

We  do  not  think  that  the  Act  should  be  amended  in  the  insurance  area.  How- 
ever, it  might  be  desirable  for  the  Commission  to  make  "findings"  on  proposals, 
as,  among  other  things,  a  means  of  providing  policy  direction  to  the  exchanges 
and  others. 

9.  Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commission 
has  not  made  a  "ruling"  on  a  particular  subject — e.g.,  arrangements  whereby 
members  will  sell  insurance  policies  of  only  one  company — that  subject  is  not 
"questionable"? 

The  general  answer  to  the  above  question  is  "no".  However,  it  has,  for  example, 
been  the  practice  for  many  years  among  broker-dealers  to  sell  mutual  funds  of 
only  one  sponsor.  To  our  knowledge  this  practice  has  not  been  challenged  as  an 
unethical  practice  by  the  SEC.  Further,  we  have  observed  that  it  is  not  unusual 
for  the  policies  issued  by  only  one  insurance  company  to  be  sold  by  its  own  agents 
or  those  of  independent  insurance  brokers. 
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2318  Other  Connections  of  Members  and  Allied  Members 

Rule  318.  The  primary  purpose  of  every  member  organization,  and  any  parent 
of  any  member  corporation,  shall  be  the  transaction  of  business  as  a  broker  or 
dealer  in  securities.  With  the  prior  approval  of  the  Exchange,  member  organiza- 
tions may  engage  in  any  activities  kindred  to  the  securities  business. 

No  member  corporation  shall  have  as  a  parent  any  party  (other  than  a  member 
or  allied  member  of  such  member  corporation)  unless,  for  a  period  of  not  less 
than  two  years,  the  primary  purpose  of  such  party  has  been  and  continues  to  be 
the  transaction  of  business  as  a  broker  or  dealer  in  securities,  and  such  party  is 
and  continues  to  be  registered  with  the  Securities  and  Exchange  Commission  as  a 
broker  or  dealer  in  securities  under  the  Securities  Exchange  Act  of  1984  and 
promptly  files  with  the  Exchange  a  copy  of  its  registration  statement  under  said 
Act  and  of  each  amendment  thereto. 

Unless  otherwise  permitted  by  the  Exchange  every  individual  member  must 
be  actively  engaged  in  the  securities  business  and  devote  the  major  portion  of  his 
time  thereto,  and  every  member  and  a  lied  member  in  a  member  organization  must 
be  actively  engaged  in  the  business  of  his  organization  and  devote  the  major 
portion  of  his  time  thereto. 

Without  prior  approval  of  the  Exchange,  no  individual  member  and  no  member 
or  allied  member  in  a  member  organization  shall  become : 

(1)  A  partner  in  any  non-member  business  organization; 

(2)  an  officer  or  employee  of  any  non-member  business  corporation,  firm  or 
association ; 

(3)  an  employee  of  any  firm  or  individual  engaged  in  business;  or 

(4)  associated  with  any  outside  securities,  financial  or  kindred  business. 
Amendments :  December  19,  1955,  effective  January  4,  1956.  December  19,  1956, 

effective  January  2,  1957.  April  21,  1960,  effective  May  2,  1960.  March  26,  1970. 

supplementary  material 

10.  The  Board  of  Governors  has  determined  upon  the  following  permissible 
exceptions : 

(1)  Director  of  corporation  not  in  the  securities  business ; 

(2)  chairman  of  a  board  of  directors  of  a  corporation  not  in  the  securities 


(3)  officer  of  personal  holding  company  not  publicly  owned; 

(4)  officer  of  operating  company  not  in  the  securities  business,  if  duties  are 
nominal  and  not  operational ; 

(5)  officer  of  an  investment  trust,  open  end  or  closed,  if  it  is  not  self -managed 
and  self-distributing ; 

(6)  officer,  for  a  reasonable  period,  of  an  operating  company  whose  securities 
the  firm  underwrote,  distributed  or  sponsored  ;  and 

(7)  affiliations  of  members  and  allied  members  existing  on  December  31,  1956. 
In  respect  of  item  (4)  of  Rule  318,  above,  the  Board  has  determined  that  a 

financial  interest  in  a  securities  or  financial  or  kindred  business,  whether  through 
stock  ownership,  or  bonds,  or  loans  of  any  nature,  would  constitute  an  "associa- 
tion", unless  the  ownership  was  nominal— not  exceeding  5%— and  the  other 
securities  or  financial  or  kindred  business  were  publicly  owned. 

The  Board  has  determined  that  an  individual  memher  is  "actively  engaged  iiv 
the  securities  business",  as  the  phrase  is  used  in  Rule  318,  when  he  is  active  as 
a  Floor  trader,  specialist,  so-called  two  dollar  broker,  or  associated  odd  lot  broker, 
or  engaged  in  business  with  the  public  by  servicing  customers'  accounts  and 
introducing  them  to  another  member  organization. 

11  Writing.  Broadcasting  and  Speaking— Policies  pertaining  to  writing, 
broadcasting  and  speaking  activities  by  members,  allied  members  and  other  per- 
sonnel of  member  organizations,  are  detailed  in  Supplementary  Material  to  Rule 
346  (112346)  and  under  Rules  471,  472  and  473  (112471,  2472,  2473,  2474)  and 
Supplementary  Material. 

Outside  writing,  broadcasting  and  speaking  activities  referred  to  in  Rule  346 
means  activities  other  than  those  engaged  in  by  a  member,  allied  member  or  mem- 
ber organization  in  the  conduct  of  his  or  its  securities  business. 

12  Definitions.— For  the  purposes  of  this  Rule,  a  member  organization's,  or 
its  parent's  activities  shall  be  considered  to  be  the  "transaction  of  business  as  a 
broker  or  dealer  in  securities"  when  such  member  organization  including  its  ap- 
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proved  coiTporate  affiliates  and  subsidiaries,  or  its  parent,  as  the  case  may  be,  acts 
as  a  Floor  trader,  specialist,  so-called  "two  dollar  broker",  odd  lot  broker, 
arbitraguer  or  holds  itself  out  to,  and  transacts  business  generally  with  the 
public  as  a  broker  or  dea:ler  in  securities,  including  servicing  customers'  ac- 
counts and  introducing  them  to  another  member  organization.  A  member  orga- 
nization's, or  its  parent's,  "primary  purpose"  shall  be  presumed  to  be  the  transac- 
tion of  business  as  a  broker  or  dealer  in  securities,  if  its  gross  income  (includ- 
ing in  the  case  of  a  member  organization,  the  gross  income  of  its  corporate 
affiliates  and  subsidiaries  controlled  by  the  member  organization )  from  activities 
of  the  type  described  in  the  preceding  sentence  and  from  interest  charges  im- 
posed with  respect  to  debit  balances  in  customers'  accounts  is  at  least  50%  of 
its  total  gross  income  (including,  in  the  case  of  a  member  organization,  the  gross 
income  of  its  corporate  affiliates  and  subsidiaries  controlled  by  the  member  or- 
ganization). Any  member  organization,  and  any  parent  of  a  member  corpora- 
tion, whose  gross  income  fails  to  satisfy  the  above  requirement  shall  be  presumed 
not  to  have  as  its  primary  purpose  the  transaction  of  business  as  a  broker  or  deal- 
er in  securities.  Any  such  presumption  may  be  rebutted  by  evidence  but  shall 
continue  until  a  determination  to  the  contrary  has  been  made  by  the  Board  of 
Governors. 

The  term  "parent"  means  any  party  who  has  the  power  to  exercise  controlling 
influence  over  the  management  or  policies  of  a  member  corporation,  unless  such 
power  is  solely  the  result  of  an  official  position  with  such  member  corporation. 
Any  party  who  owns  beneficially,  either  directly  or  indirectly,  more  than  25% 
of  the  voting  securities  of  a  member  corporation,  or  more  than  25%  of  the  out- 
standing voting  securities  of  any  other  corporation  which  directly  or  through 
one  or  more  subsidiaries  owns  beneficially  more  than  25%  of  the  outstanding 
voting  securities  of  the  member  corporation,  shall  be  presumed  to  be  the  member 
corporation's  parent.  Any  party  who  does  not  so  own  more  than  25%  of  the  vot- 
ing securities  of  a  member  corporation  shall  be  presximed  not  to  be  such  corpora- 
tion's parent.  Any  such  presumption  may  be  rebutted  by  evidence  but  shall 
continue  until  a  determination  to  the  contrary  has  been  made  by  the  Board  of 
Governors. 

13  Life  Insurance. — A  member  organization  may  engage  in  the  sale  of  life 
Insurance  (directly,  or  through  its  corporate  affiliate  or  subsidiary)  only  through 
one  or  more  members,  allied  members  and  registered  representatives. 

2346  Employees — Fixed  Duties 

Rule  346.  Every  registered  representative  or  officer  of  a  member  or  member 
organization  shall  devote  his  entire  time  during  business  hours  to  the  business 
of  the  member  or  member  organization  employing  him,  and  shall  not  at  any  time 
be  engaged  in  any  other  business  or  be  employed  by  any  other  corporation,  firm 
or  individual,  or  serve  as  an  officer  or  director  of  another  corporation,  or  own 
any  stock,  or  have,  directly  or  indirectly,  any  financial  interest  in  any  other 
member  organization  or  any  non-member  organization  engaged  in  any  securities, 
financial  or  kindred  business  without  the  prior  written  approval  of  the  Exchange, 
or  except  as  otherwise  permitted  by  the  Rules  of  the  Board  of  Governors. 

No  non-registered  employee,  without  the  prior  approval  of  the  Exchange,  shall 
be  engaged  at  any  time  in  any  other  financial  or  securities  or  kindred  business, 
or  be  connected  by  employment  or  otherwise  (in  any  but  a  purely  part-time 
clerical  capacity  which  does  not  confiict  with  his  normal  duties  and  full-time 
hours  of  employment  with  his  regular  member  organization  employer)  with  any 
other  corporation,  firms  or  individual  engaged  in  such  business.  For  the  purpose 
of  this  Rule,  investment  companies,  investment  trust  management  companies 
and  investment  advisors  shall  be  considered  to  be  engaged  in  the  securities  busi- 
ness. (See  1[2350) 

Amendment :  March  26,  1970. 

Supplementary  Material 

10  "Writing  and  Broadcasting. — Consent  of  the  Exchange  will  not  be  required 
for  outside  writing  or  broadcasting  activities  by  members,  allied  members  and 
employees  of  member  organizations,  when  all  of  the  following  conditions  are 
met: 

(1)  The  total  number  of  articles  or  appearances  by  any  one  such  person  pub- 
lished or  broadcast  in  any  calendar  year  does  not  exceed  four,  or  the  media  is  in 
the  nature  of  a  trade  publication  addressed  primarily  to  persons  or  groups  within 
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the  securities  industry  (such  as  the  Analysts  Journal  or  the  Bulletin  of  the  Asso- 
ciation of  Customers'  Brokers). 

(2)  The  subject  is  in  the  field  of  finance,  any  compensation  is  nominal,  and 
the  activity  does  not  interfere  with  the  performance  of  full-time  duties  for  the 
member  organizations. 

(3)  A  member  or  member  organization  approves  the  activity  and  assumes 
responsibility  for  adherence  to  Exchange  standards  in  articles  or  broadcasting 
scripts  prepared  by  personnel  of  that  organization,  and  for  information  supplied 
for  such  articles  or  broadcasts ;  a  member,  allied  member  or  competent  author- 
ized delegate  approves  material  prepared  by  an  employee  in  advance  of  publica- 
tion or  broadcast. 

(4)  The  author  is  identified  with  the  material,  and  it  is  made  clear  that  the 
author  is  associated  with  a  securities  firm. 

(5)  The  article  or  broadcast  is  broadly  educational. 

The  term  "outside  writing  and  broadcasting  activities"'  refers  to  activities 
other  than  those  engaged  in  by  the  member,  allied  member  or  employee  of  the 
member  organization  in  the  conduct  of  his  or  its  securities  business. 

Amendment :  March  26,  1970. 

11  Permission  for  Writing  and  Broadcasting  Activities. — The  Exchange  may 
grant  permission  in  individual  cases  for  outside  writing  or  broadcasting  activities 
not  meeting  all  conditions  in  TI  2346.10  above,  upon  application,  where  conditions 
in  sub-paragraphs  (2),  (3)  and  (4)  of  ^2346.10  are  met,  plus  the  following: 

(1)  The  Exchange  is  satisfied  that  the  nature  of  the  commentary,  the  media 
and  the  audience  are  such  that  the  author  or  broadcaster  will  continue  to  be 
identified  in  the  public  eye  primarily  as  a  member  of  the  securities  community, 
and  will  not  become  generally  identified  as  a  writer  or  broadcaster ; 

(2)  in  cases  where  the  nature  of  the  writing  or  broadcasting  ceases  to  be 
broadly  educational  and  tends  more  toward  current  commentary : 

(a)  in  the  case  of  broadcasts,  no  recommendations  are  made  to  buy,  sell, 
switch  or  retain  investments,  whether  labeled  as  such  or  not ; 

(b)  in  the  case  of  articles,  where  recommendations  may  be  made,  they  are 
clearly  identified  as  those  of  the  author  or  of  the  author's  member  organization, 
whose  name  shall  be  stated  in  that  case ; 

(c)  the  Exchange  is  satisfied  with  the  general  format  and  purpose  of  the 
article  or  broadcast. 

12  Speaking  and  Teaching  Activities. — Approval  of  the  Exchange  will  not  be 
required  for  single  talks,  courses  or  lecture  series  on  investment  subjects  given 
by  members,  allied  members  and  other  member  organization  personnel  as  out- 
side speaking  activities  before  community  groups  and  institutions,  when  all  of 
the  following  conditions  are  met : 

(1)  Consent  for  each  such  talk  or  lecture  has  been  given  by  a  member,  allied 
member  or  competent  authorized  delegate 

(2)  the  member  organization  assumes  responsibility  for  the  general  content 
of  each  talk  or  lecture  and  the  speaker's  educational  approach ; 

(3)  in  the  case  of  talks  and  lectures,  no  more  than  $25.00  is  to  be  charged  as 
admission,  registration  or  tuition,  or  is  to  be  paid  to  the  speaker  as  a  total  fee 
by  the  sponsoring  organization ;  in  the  case  of  courses  at  accredited  colleges  or 
universities,  the  charges  and  payment  to  the  teacher  are  not  more  than  the 
educational  institution's  normal  fees  and  payments. 

The  term  "outside  speaking  activities"  refers  to  activities  other  than  those 
engaged  in  by  the  member,  allied  member  or  employee  of  the  organization  in  the 
conduct  of  his  or  its  securities  business. 

Amendment :  March  26,  1970. 

13  Permission  for  Speaking  Activities.— In  individual  cases  of  outside  speak- 
ing activities  where  fees  may  be  greater  than  specified  in  sub-paragraph  (3) 
of   paragraph   above,    specific   approval   of   the  Exchange  will   be   required. 

14  Standards  and  Guideposts.— All  outside  writing,  broadcasting  or  speak- 
ing activities  by  members,  allied  members  and  other  member  organization  per- 
sonnel, whether  requiring  specific  Exchange  approval  or  not,  must  comply 
wtih  standards  established  in  Rules  471,  472  and  473  and  in  Supplementary 
Material  to  these  Rules.  Copy  and  Clippings  for  articles,  radio-TV  scripts, 
and  a  log  of  all  speaking  engagements  must  be  retained  by  the  member  or 
member  organization  for  three  years  for  delivery  to  the  Exchange  on  request. 

15  Director  or  Oflacer.— Consent  of  the  Exchange  will  not  be  required  for 
the  following  activities,  provided  the  member  or  member  organization  em- 
ployer wishes  to  have  the  employee  so  serve  and  the  activities  do  not  inter- 
fere with  the  performance  of  full-time  duties  of  the  registered  representative : 
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(1)  Director  of  up  to  three  corporations  not  in  the  securities  business, 
including  chairman  of  the  board  of  directors  of  one  corporation  if  not  chief 
executive  officer. 

(2)  Director  of  a  bank  or  trust  company  in  compliance  with  state  and  fed- 
eral banking  laws. 

(3)  Officer  of  an  operating  company  not  in  the  securities  business,  if  duties 
are  nominal  and  non-operational. 

The  Exchange  will  consider  on  their  individual  circumstances  any  requests 
for  outside  activities  which  do  not  conform  with  the  above  conditions. 

16  Leave  of  Absence. — ^Consent  of  the  Exchange  will  not  he  required  for 
leave  of  absence,  provided  all  of  the  following  conditions  are  met : 

(1)  The  member  or  member  organization  employer  retains  a  written  record 
of  the  leave. 

(2)  The  registered  representative  is  not  physically  present  at  any  office 
of  his  employer,  and  does  not  act  as  a  registered  representative  of  his  em- 
ployer. 

(3)  The  registered  representative  does  not  use  the  leave  to  engiage  in  any 
other  business,  or  be  employed  by  any  other  corporation,  firm  or  individual, 
or  serve  as  a  partner,  officer  or  director  of  any  other  partnership  or  corporation. 

(4)  The  total  time  on  leave  of  absence  does  not  exceetl  one  year. 

(5)  The  reigstered  representative  receives  no  compensation  from  the  firm 
other   than   maintenance   of   fringe   benefits    such   as   medical   insurance,   etc. 

The  Exchange  will  consider  on  their  individual  circumstances  any  requests 
for  leave  of  absence  which  do  not  conform  with  the  above  conditions. 


U.S.  Senate, 
Committee  on  Banking,  Housing  and  Urban  Affairs, 

Washington,  B.C.,  Septemhe?-  20,  1972. 
Mr.  Robert  M.  Bishop, 

Vice  President  and  Director,  New  York  Stock  Exchange,  Inc.,  Department  of 
Member  Firms,  New  York,  N.Y. 
Dear  Mr.  Bishop  :  Thank  you  for  responding  to  the  questions  in  my  letter  of 
August  11,  1972.  Your  response  does  not,  however,  answer  directly  a  question 
of  major  interest  to  the  Subcommittee  on  Securities.  I  would,  therefore,  appreci- 
ate receiving  for  inclusion  in  the  hearing  record  the  answer  to  the  following : 

Apart  from  the  requirement  in  Exchange  Rule  318  that  the  "primary  purpose" 
of  a  member  organization  must  be  the  "transaction  of  business  as  a  broker  or 
dealer  in  securities"  (as  those  terms  are  defined  in  Rule  318.12),  does  the  Ex- 
change have  any  rule,  as  defined  in  SEC  Rule  17a -8,  which  (a)  prohibits  a 
member  organization  from  engaging  directly  or  through  a  subsidiary  in  activities 
not  kindred  to  the  securities  business  or  (b)  requires  a  member  organization 
to  obtain  Exchange  approval  before  engaging  in  such  activities?  If  so,  please 
specifically  identify  the  rule(s)  and  supply  the  Subcommittee  with  all  materials 
concerning  the  rule(s)  which  have  been  made  available  to  member  organizations 
but  which  are  not  printed  in  the  Commerce  Clearing  House  edition  of  the  New 
York  Exchange  Guide. 

Thank  you  for  your  attention  to  this  request. 
Sincerely, 

Harrison  A.  Williams,  Jr. 


New  York  Stock  Exchange,  Inc., 

New  Y<yrk,  N.Y.,  October  9,  1912. 
Hon.  Harrison  A.  Williams,  Jr., 

Committee  on  Banking,  Housing  and  Urban  Affairs,  U.S.  Senate,  Washington, 
D.C. 
Dear  Senator  Williams  :  I  appreciate  the  opportunity  to  further  clarify  our 
testimony  to  the  Subcommittee  on  Securities  as  expanded  in  our  letter  of  Sep- 
tember 12. 

Your  letter  of  September  20  further  asks  whether  the  Exchange  has  any  rule 
prohibiting  a  member  organization  or  its  subsidiaries  from  engaging  in  activi- 
ties not  kindred  to  the  securities  business  or  requiring  meml>er  organizations 
to  obtain  Exchange  approval  before  engaging  in  such  activities.  The  Exchange 
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does  not  have  such  a  rule.  In  practice  this  has  not  been  a  problem.  As  I  explained 
in  my  letter  of  August  11,  as  a  matter  of  practice,  flrms'do  consult  with  us  before 
engaging  in  non-kindred  activities.  In  addition,  our  Examining  staff  who  now  visit 
each  firm  at  least  once  a  year,  cover  this  matter  in  their  examination.  Our 
Examiners'  reports,  made  as  a  result  of  their  examinations  in  the  firm  oflSces, 
routinely  include  a  short  description  of  the  kind  of  business  in  which  member 
organizations  engage,  which  would  reveal  to  us  such  non-kindred  activities.  The 
Examiner  would  determine  if  the  firm  engaged  in  these  activities  without  first 
consulting  the  Exchange. 

If  Exchange  organizations  become  interested  in  engaging  in  non-kindred 
activities  on  a  broader  basis,  perhaps  this  matter  would  need  to  become  more 
specifically  addressed  through  a  rule  amendment,  but  it  does  not  seem  necessary 
at  this  time  in  view  of  present  practice. 

Please  let  us  know  if  we  can  be  of  further  help  in  clarifying  this  matter  or  if 
information  has  come  to  your  attention  indicating  that  the  Exchange  should 
have  such  a  rule. 

Sincerely  yours, 

Robert  M.  Bishop. 

SECURITIES  AND  EXCHANGE  COMMISSION 

United  States  Senate, 
U.S.  Senate, 
Committee  on  Banking,  Housing  and  Ubban  Affaibs, 

Washington,  D.C.,  August  11, 1972. 
Hon.  Philip  A.  Loomis,  Jr., 

Commissioner,  Securities  and  Exchange  Commissldn, 
Washington,  D.C. 

Dear  Commissioner  Loomis  :  The  Senate  Subcommittee  on  Securities  appre- 
ciates your  appearing  at  the  August  9,  1972  hearing  on  the  functioning  of  the 
regulatory  process  in  the  securities  industry.  Your  cooperation  and  contribution 
in  connection  with  the  case  study  relating  to  in-surance  sales  by  exchange  mem- 
bers will  be  most  helpful  to  the  Subcommittee  in  preparing  the  final  report 
of  its  Securities  Industry  Study. 

In  order  that  the  Subcommittee  may  have  the  benefit  of  your  views  on  those 
issues  raised  by  the  insurance  case  which  we  were  unable  to  cover  at  the 
hearings,  I  would  appreciate  your  written  responses  to  the  attached  questions. 
I  hope  you  will  also  feel  free  to  elaborate  on  or  react  to  any  of  the  remarks 
made  at  the  hearing.  We  look  forward  to  receiving  your  comments  at  your 
earliest  convenience. 
Sincerely, 

Harrison  A.  Williams,  Jr. 


Questions  for  the  Securities  and  Exchange  Commission 

The  following  questions  should  be  answered  in  the  context  of  the  decision 
making  process  illustrated  by  the  full  case  study.  The  "questions  and  issues" 
included  in  that  study  may  be  helpful  in  focusing  your  answers. 

1.  Is  it  necessary  or  appropriate  for  the  protection  of  public  customers  or 
otherwise  for  the  exchanges  to  place  limitations  on  the  kinds  of  businesses  in 
which  their  member  organizations  may  engage? 

Do  the  exchanges  have  the  authority  to  impose  such  limitations  ? 

Does  the  Commission  have  the  authority  to  oversee  the  exercise  of  that 
authority? 

Does  the  Commission  have  the  authority  to  limit  directly  the  kinds  of 
businesses  in  which  exchange  members  may  engage? 

2.  What  oversight  authority  does  the  Commission  have  with  respect  to  the 
exchanges'  regulation  of  (a)  the  sale  of  insurance  by  member  firms  and  (b) 
other  non-securities  businesses  of  member  firms? 

What  is  content  of  this  authority  ? 
Should  the  authority  be  expanded? 

Do  the  exchanges  have  self-regulatory  duties  which  are  not  subject  to  Com- 
mission oversight? 
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3.  Should  the  Commission  expressly  define  the  scope  of  self-regulatory  responsi- 
bility or  should  the  matter  be  left  to  the  individual  exchanges?  Is  there  a  need 
for  legislative  clarification? 

4.  What  procedures  should  the  exchanges  follow  in  making  significant  policy 
determinations? 

Should  they  be  required  to  give  notice  and  opportunity  for  public  comment 
before  making  policy  determinations? 

Should  they  be  required  to  give  a  public  statement  of  the  basis  and  purpose  of 
their  policy  determinations? 

Should  the  Securities  Exchange  Act  of  1934  be  amended  to  prescribe  minimum 
procedural  formalities  (e.g.,  similar  to  those  in  the  Administrative  Procedure 
Act)  to  be  followed  by  the  exchanges  in  making  significant  policy  determina- 
tions ? 

5.  What  are  the  Commission's  procedures  for  reviewing  significant  changes  in 
the  rules  of  the  various  stock  exchanges? 

6.  Is  all  correspondence  between  the  SEC  and  an  exchange  concerning  a  Rule 
17a-8  filing  made  a  matter  of  public  record  at  the  time  it  is  sent  or  received? 

7.  Should  the  Commission  have  followed  more  "formal"  procedures  in  review- 
ing the  rules  relating  to  life  insurance  sales?  What  should  the  procedures  have 
been? 

8.  Should  the  Commission  generally  utilize  more  "formal"  procedures  in  re- 
viewing significant  exchange  rule  changes? 

9.  Should  the  Exchange  Act  be  amended  to  require  the  Commission  to  make 
an  affirmative  or  negative  decision  on  exchange  rule  changes  of  the  importance 
of  the  insurance  propovsal?  Should  the  Commission  be  required  to  make  specific 
findings  in  "approving"  rule  changes?  (See  Sec.  6(d)  of  the  Securities  Exchange 
Act  of  1934) 

10.  Without  a  written  Commission  opinion  articulating  its  findings  and  reasons 
in  passing  on  exchange  rule  changes  of  the  importance  of  the  NYSE's  insurance 
proposals,  what  techniques  are  available  to  the  Congress  to  evaluate  the  ade- 
quacy of  the  Commission's  review  and  oversight  procedures  ? 

11.  Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commission 
has  not  made  a  "ruling"  on  a  particular  subject — e.g.,  arrangements  whereby 
members  will  sell  insurance  policies  of  only  one  company — that  subject  is  not 
"questionable"? 


Answers  From  the  Securities  and  Exchange  Commission 

Secttrities  and  Exchange  Commission, 

Washington,  D.C.,  October  20, 1912. 
Hon.  Harrison  A.  Williams,  Jr., 

Chairman,  Subcommittee  on  Securities,  Committee  on  Banking,  Housing  and 
Urban  Affairs,  U.S.  Senate,  Washington,  D.C. 

Dear  Senator  Williams  :  In  connection  with  your  Subcommittee's  inquiry  into 
the  self-regulatory  process  embodied  in  the  Securities  Exchange  Act  of  1934, 
you  have  been  studying,  among  other  things,  the  processes  involved  in  the  deci- 
sions made  concerning  the  sale  of  life  insurance  by  member  firms  of  certain  of 
the  registered  national  securities  exchanges.  I  had  the  pleasure  of  testifying 
before  your  Subcommittee  on  this  topic  last  August.  In  order  to  facilitate  your 
study,  you  have  requested  that  I  respond  to  certain  supplementary  questions  you 
have  posed  on  this  topic. 

Pursuant  to  your  request,  I  have  annexed  to  this  letter  my  responses  to  the 
questions  you  have  raised.  Since  the  questions  posed  raise  broad  and  important 
questions,  albeit  in  the  context  of  a  somewhat  atypical  self-regulatory  decision, 
my  responses  are  fairly  lengthy,  even  though  I  have  attempted,  for  the  conveni- 
ence of  the  Subcommittee  and  its  staff,  to  keep  them  as  brief  as  I  could. 

I  trust  that  the  attached  responses  to  your  questions  will  be  of  assistance  to 
you  in  completing  your  study  of  the  complex  and  important  subject  of  self- 
regulation.  I  stand  ready  to  assist  you  further  in  this  endeavor  if  you  believe 
that  I  may  be  able  to  make  any  additional  contribution.  Please  call  upon  me  if 
you  think  I  can  provide  any  help. 
Sincerely, 

Philip  A.  Loomis,  Jr.,  Commissioner. 
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Response  of  Philip  A.  Loomis,  Jr.,  Commissioner,  Securities  and  Exchange 
Commission,  To  Questions,  Concerning  the  Sale  of  Life  Insurance  by 
Member  Firms  of  Certain  Registered  National  Securities  Exchange 

1.  Is  it  necessary  or  appropriate  for  the  protection  of  public  customers  or 
otherwise  for  the  exchanges  to  place  limitations  on  the  kinds  of  businesses  in 
which  their  member  organizations  may  engage? 

(a)  Do  the  exchanges  have  the  authority  to  impose  such  limitations? 

(&)  Does  the  Commission  have  the  authority  to  oversee  the  exercise  of 
that  authority? 

(c)  Does  the  Commission  have  the  authority  to  limit  directly  the  kinds  of 
businesses  in  which  exchange  members  may  engage? 
It  may  well  be  necessary  or  appropriate,  depending  upon  the  then  prevailing 
circumstances  and  the  nature  of  the  "extracurricular"  activity  involved,  for 
exchanges  to  limit  the  kinds  of  businesses  in  which  their  member  organizations 
may  engage  or  the  methods  by  which  their  members  may  engage  in  such 
businesses. 

Under  the  Securities  Exchange  Act,  all  registered  exchanges  are  charged 
with  upholding  the  "public  interest  in  the  same  degree  as  any  other  great 
utility.'"'  And,  in  adopting  the  bill  that  ultimately  became  the  Securities  Ex- 
change Act,  Congress  noted  that  "the  effect  of  the  bill  will  be  to  give  to  the  well- 
managed  exchanges  that  power  necessary  to  enable  them  to  effect  themselves 
needed  reforms.  .  .  ." "  Of  course,  the  "public  interest"  concept  contained  in  the 
Securities  Exchange  Act  must  be  viewed  in  the  context  of  the  Act  and  its  pur- 
poses.' And,  in  seeking  to  pinpoint  the  authority  of  exchanges  to  promulgate  rules 
governing  the  conduct  of  the  members  of  exchanges  as  well  as  their  employees, 
reference  should  also  be  made  to  Section  6(c)  of  the  Securities  Exchange  Act, 
15  U.S.C.  78f  (c),  which  negatives  the  notion  that  the  Securities  Exchange  Act  is 
exclusive  with  respect  to  the  authority  of  exchanges  to  promulgate  rules.^ 

In  light  of  these  rather  broad  responsibilities  and  statutory  obligations,  reg- 
istered exchanges  have,  for  many  years,  found  it  necessary  or  appropriate^  to 
place  reasonable  restrictions  on  the  business  activities  of  members  and  their  em- 
ployees. Thus,  registered  exchanges  have  found  it  necessary  to  require  that  the 
nrimary  purpose  of  member  firms  shall  be  the  securities  business,  together  with 
kindred  activities,  if  approved  by  the  exchange,  and  registered  employees  are 
required  to  devote  full  time  to  the  business  of  their  firms,  except  as  the  exchange 
may  otherwise  authorize.*  Similarly,  exchanges  reasonably  could  conclude  their 
members  should  not  engage  in  other  businesses  which  might  (1)  involve  an  undue 
risk  of  capital  losses,  (2)  create  conflicts  of  interest  or  (3)  detract  from  investor 


iH.R.  Rep.  No.  138i3.  73d  Cong.,  2d  Sess.  15  (1934).  See  also.  Section  2  of  the  Securities 
Exchange  Act.  15  U.S.C.  78b. 

2H.R.  Rep.  No.  1383,  sMpra  n.  1.  at  p.  15.  ^     ,  ^  .    , 

3  See,  e.g.,  Alabama  Electric  Cooperative,  Inc.  v.  Securities  and  Exchange  Commission, 
353  F.  2d  905,  907  (C.A.  D.C.,  1965).  certiorari  denied,  383  U.S.  968  (1966),  where  the 
court  observed  :  .  ,  ■, 

"  'Words  like  "public  interest"  .  .  .,  though  of  wide  generality,  take  their  meaning  and 
definition  from  the  substantive  provisions  and  purposes  of  the  Act.'  " 

*  Section  6(c)  provides  :  ^     ^. 

"Nothing  in  this  title  shall  be  construed  to  prevent  any  exchange  from  adopting  and 
enforcing  any  rule  not  inconsistent  with  this  title  and  the  rules  and  regulations  there- 
under and  the  applicable  laws  of  the  State  in  which  it  is  located." 

s'The  phrase  "neces.sarv  or  appropriate"  contained  in  the  Subcommittees  question  is  a 
phrase  used  repeatedly  throughout  the  Securities  Exchange  Act  in  delegating  responsi- 
bility. See,  e.g..  Sections  5.  9.  10.  11,  12,  13,  14.  15,  16  and  19,  15  U.S.C.  78e.  781,  78j 
78k,  781,  78m,  78n,  78o,  7Sp  and  78s.  While  the  term  "necessary"  embodies  a  weU-dehned 
concept  of  certainty,  I  believe  the  term  "appropriate"  embodies  the  notion  of  discretion 
and  flexibility,  in  accordance  with  broad,  general  principles. 

9  See,  e.g..  New  York  Stock  Exchange  Rule  318,  2  CCH  New  York  Stock  Exchange  Chude, 
12318,  at  3075  ;  New  York  Stock  Exchange  Rule  346,  2  CCH  Neiv  York  Stock  Exchange 
Gwide,  112346,  at  3597-3.  ,    „     ,  ^    .^ 

See  also,  American  Stock  Exchange  Rule  342.  2  CCH  American  Stock  Exchange  Guide 
119392,  at  2625-3  :  Midwest  Stock  Exchange  Rules,  Article  XVI,  Rule  5  ;  CCH  Midwest 
Stock  Exchange  Guide  112332.  The  Midwest  Stock  Exchange  does,  of  course,  permit  the 
sale  of  life  Insurance  by  its  members,  see  Article  I,  Rule  1(c)(4)  of  its  Rules,  CCH 
Midwest  Stock  Exchange  Guide  112021.  at  2022,  but  its  rules  explicitly  adopt  the  view  of 
the  other  exchanges  that  its  members'  employees  otherwise  should  devote  their  full  time 
to  securities  business  (including  commodities  business). 
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confidence  in  a  particular  firm  or  the  exchange  community  ^— for  example,  an 
exchange  could  determine  that  its  members  may  not  sell  lottery  tickets,  even  in  a 
state  where  such  sales  are  legal,  or  could  determine  that  its  members  should 
not  sell  used  cars.  Because  the  standard  of  "appropriateness"  is  necessarily  a 
broad  one,  dependent  upon  the  confluence  of  many  circumstances,  it  is  not  deter- 
minative of  the  issue  posed  that  different  exchanges  may  reach  differing  conclu- 
sions regarding  limitations  on  the  kinds  of  businesses  in  which  member  organi- 
zations may  engage. 

As  I  have  indicated,  I  believe  the  exchanges  do  have  the  authority  to  impose 
these  kinds  of  limitations  upon  their  members,  as  long  as  the  exchanges  reason- 
ably may  conclude  that  the  limitation  involved,  in  the  light  of  all  prevailing 
conditions  and  circumstances ;  is  necessary  or  appropriate  for  the  protection  of 
investors  or  other  broad  public  purposes  with  which  the  exchange  reasonably 
may  be  concerned ;  and  the  Commission  may,  under  the  Securities  Exchange  Act, 
oversee  the  exchanges'  general  exercise  of  that  authority.  As  I  have  pointed  out 
during  my  testimony  before  this  Subcommittee  on  August  9,  1972,  however,  I  be- 
lieve that  the  Commission's  authority  (as  opposed  to  that  of  the  exchanges)  to 
oversee  the  exchanges  in  the  area  of  selling  life  insurance  may  be  limited  by  the 
provisions  of  the  McCarran-Ferguson  Act.* 

The  question  of  the  Commission's  direct  authority  to  limit  the  entry  of  ex- 
change memiber  firms  into  a  particular  business  is,  to  a  large  extent,  linked 
to  the  Commission's  oversight  responsibilities.  It  was  intended  by  the  Con- 
gress that  adopted  the  Securities  Exchange  Act  that  the  Commission's  author- 
ity over  exchanges  should  he  residual  in  nature.*  Nevertheless,  direct  author- 
ity over  the  practices  of  exchanges  was  vested  in  the  Commission,*"  and  the 
Commission  has  been  inclined  to  construe  this  authority  broadly."  I  believe  that 
the  answer  to  the  question  whether  the  Commission  could  directly  limit  the  entry 
of  a  member  firm  into  a  particular  business  can  depend  upon  such  factors  as 


7  This  is  not  to  say,  of  course,  that  restrictions  on  the  businesses  engaged  in  by  the 
so-called  parent  of  any  member  firm  are  appropriate  or  necessary.  As  the  Commission 
noted  in  its  recent  policy  statement,  . 

".  .  where  an  institution  establishes  or  acquires  a  broker-dealer  doing  business  for 
the  general  public — we  perceive  no  reason  either  of  law  or  policy  why  this  should  not  be 
permitted.   .  .   .  This  necessarily  implies  elimination  of  the  so-called  'parent  test.' '' 

Securities  and  Exchange  Commission.  Statement  on  the  Future  Sstructure  of  the  SecM- 
rifies  Marfceis  at  pp.  21-22  (G.P.O.  ed.,  Feb.  2,  1972).  ,^,„„.        ^.  x. 

8  See  Section  2(b)  of  the  McCarran-Ferguson  Act,  15  U.S.C.  1012(b),  which  provides, 
in  pertinent  part :  .  ,  , 

"No  Act  of  Congress  shall  be  construed  to  invalidate,  impair,  or  supersede  any  law 
enacted  by  any  State  for  the  purpose  of  regulating  the  business  of  insurance,  or  which 
imposes  a  fee  or  tax  upon  such  business,  unless  such  Act  specifically  relates  to  the  business 
of  insurance.   ..."  .  .       „     ,  .    ^        ■■   ^,,- 

The  impact  of  the  McCarran-Ferguson  Act  on  the  Securities  Exchange  Act  and  this 
Commission's  statutory  authority  was  considered  by  the  Supreme  Court  in  Securities  and 
Exchange  Commission  v.  National  Securities,  Inc.,  393  U.S.  453  (1969),  a  case  involving 
the  allegedly  fraudulent  solicitation  of  proxies  from  the  shareholders  of  an  insurance 
company  to  "bring  about  the  approval  of  a  merger  which  also  required  the  approval  of  the 
State  Insurance  Commissioner.  The  Court  held  that,  in  general,  the  relationship  between 
a  stoclc  life  insurance  company  and  its  shareholders  does  not  constitute  "the  business  of 
insurance"  within  the  meaning  of  the  McCarran-Ferguson  Act,  and  that,  as  a  consequence, 
the  proxy  and  antifraud  provisions  of  the  Securities  Exchange  Act  were  not  superseded 
with  respect  to  insurance  companies.  The  Court,  however,  did  hold  (393  U.S.  at  460), 
relying  on  its  prior  decisions  in  Federal  Trade  Commission  v.  National  Casualty  Co.,  657 
U.S.  560  (1958),  and  Robertson  v.  California,  328  U.S.  440  (1946),  that  the  advertisement 
and  sale  of  insurance  policies  and  the  licensing  of  insurance  agents  and  salesmen  con- 
stituted "the  business  of  insurance"  within  the  meaning  of  the  McCarran-Ferguson  Act. 
Under  these  circumstances,  it  could  be  argued  that  the  Securities  Exchange  Act,  if  other- 
wise applicable  to  these  precise  activities,  was  superseded  by  Section  2(b)  of  the  McCarran- 
Ferguson  Act. 

Of  course,  the  sale  of  anything  less  than  a  policy  issued  by  an  insurance  company 
might  well  subject  the  activity  to  the  Commission's  jurisdiction  if  what  is  being  sold  is  a 
security,  as  that  term  is  defined  in  Section  2(1)  of  the  Securities  Act,  15  U.S.C.  77b(l). 
See  Securities  and  Exchange  Commission  v.  United  Benefit  Life  Ins.  Co.,  387  U.S.  202 
(1967)  :  Securities  and  Exchange  Commission  v.  Variable  Annuity  Life  Ins.  Co.,  359  U.S. 
65,  67-69  (1959). 

"See,  e.g.,  H.R.  Rep.  No.  1383,  supra,  n.  1,  at  p.   15   (emphasis  supplied)  : 

"Although  a  wide  measure  of  initiative  and  responsibility  is  left  with  the  exchanges, 
reserved  control  is  in  the  Commission  if  the  exchanges  do  not  meet  their  responsibility. 
It  is  hoped  .   .  .  that  the  occasion  for  direct  action  by  the  Commission  will  not  arise." 

10  See  generally  Sections  2,  6,  11,  17,  19  and  23  of  the  Securities  Exchange  Act. 

"See,  e.g..  Securities  and  Exchange  Commission,  Report  on  the  Government  of  Secu- 
rities Exchanges,  H.R.  Doc.  No.  85,  74th  Cong.,  1st  Sess.  6  (1935)  ;  Securities  and 
Exchange  Commission,  Report  on  Proposals  for  Amendments  to  the  Securities  Act  of  1933 
and  the  Securities  Exchange  Act  of  1931,,  77th  Cong.,  1st  Sess.  40  (House  Comm.  Print 
1941)  :  In  the  Matter  of  the  Rules  of  the  New  York  Stock  Exchange,  10  S.E.C.  270  (1941)  ; 
cf.  Stark  v.  New  York  Stock  Exchange,  Inc.,  CCH  Fed.  Sec.  L.  Rep.  1193,573  (S.D.  N.Y., 
July  20,  1972),  affirmed  per  curiam,  CCH  Fed.  Sec.  L.  Rep.  1193,607  (C.A.  2,  Aug.  29, 
1972). 
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the  nature  of  that  business  and  the  impact  of  such  entry  upon  the  firm's  abil- 
ity to  meet  the  standards  established  by  the  Securities  Exchange  Act.'- 

2.  What  oversight  authority  does  the  Commission  have  with  respect  to  the 
exchanges'  regulation  of  (a)  the  sale  of  insurance  by  memher  firms  and  (&) 
other  non-securities  businesses  of  member  firms? 

{a)   What  is  the  cmitent  of  this  authority? 

(6)   Should  the  authority  be  expanded? 

(c)  Do  the  exchanges  have  self-regulatory  duties  which  are  not  subject 
to  Commission  oversight? 
My  response  to  the  preceding  question  expresses  my  views  with  respect  to 
Questions  2(a)  and  2(c).  The  Commission's  exercise  of  direct  oversight  authority 
over  participation  in  non-securities  businesses  by  member  firms  requires  a  bal- 
ancing of  the  goals  of  self-regulation  with  the  need  for  direct  government  action 
and  a  balancing,  in  the  case  of  insurance,  between  the  McCarran-Ferguson  Act 
proscriptions  on  the  federal  government's  exercise  of  authority  with  the  aims 
and  intent  of  the  Securities  Exchange  Act. 

The  Commission  has  proposed  that  Congress  increase,  in  certain  specified  re- 
spects, the  Commission's  direct  oversight  of  exchange  activities,  and  these  pro- 
posals appear  in  H.R.  15303.  Thus,  among  other  things,  the  proposed  legislation 
would  strengthen  the  Commission's  authority  with  respect  to  the  adoption,  altera- 
tion and  rescission  of  the  rules  of  exchanges  and  would  increase  the  Commission's 
authority  to  enforce  such  rules  against  members  of,  and  persons  associated  with 
members  of,  self- regulatory  organizations.  Aside  from  this  proposal,  and  in  the 
absence  of  experience  to  be  gained  from  the  effectuation  of  a  central  market 
system,"  I  do  not  believe  it  is  possible  to  offer  further  pertinent  and  useful 
suggestions  concerning  the  Commission's  oversight  authority  at  this  time.  I 
should  add,  of  course,  that  I  have  not  been  aware  of  any  compelling  reason  upon 
which  to  predicate  a  recommendation  that  the  impact  of  the  McCarran-Ferguson 
Act  be  diluted  or  altered  in  any  way.  The  Congressional  aims  underlying  that 
Act  are,  of  course,  matters  beyond  my  expertise;  but  I  am  unaware  of  any 
serious  difficulties  encountered  by  the  Commission  in  the  implementation  of  its 
mandate  under  the  federal  securities  laws  that  have  resulted  from  the  applica- 
bility of  the  McCarran-Ferguson  Act." 

3.  Should  the  Commission  expressly  define  the  scope  of  self-regulatory  respon- 
sibility or  should  the  matter  be  left  to  the  individual  exchanges?  Is  there  a  need 
for  legislative  clarification? 

The  scope  of  self-regulatory  responsibility  already  is  defined— by  the  Secu- 
rities Exchange  Act  and  that  Act's  legislative  history ."^  While  the  Commission 
has,  of  course,  asked  for  a  measure  of  broader  authority  concerning  its  over- 
sight of  certain  of  the  activities  of  self -regulatory  agencies,"  I  do  not  believe 
this  should  be  construed  as  an  indication  that  the  Commission  believes  the  scope 
of  self-regulatory  responsibility  should  be  redefined  by  the  Commission.  And,  I 
see  no  reason  at 'this  time,  for  either  the  Commission,  the  self-regulatory  agencies 
or  the  Congress  to  attempt  to  redefine  the  entire  scope  of  self-regulatory 
responsibilities. 

The  organization  of  the  markets  is  now  undergoing  considerable  reevaluation 
in  light  of  the  Commission's  position  that,  in  order  to  improve  the  manner  in 
which  the  securities  markets  serve  the  public,  the  future  structure  of  the  secu- 
rities markets  requires  the  evolution  of  a  centralized  market  system,  with  open 
access  by  all  qualified  brokers  and  market  makers."  When  the  parameters  and 


12  Thus,  for  example,  consider  Section  19(b)(1)  of  the  Securities  Exchange  Act  15 
U.S.C.  7Rs(b)(l).  giving  the  Commission  direct  authority  to  alter  or  supplement  the 
rules  of  national  stock  exchanges  concernin]::  "safeguards  in  respect  of  the  financial 
responsibility  of  members."  and  Section  19(bU5).  15  U.S  C.  ^^^Cb)  (5).  giving  the  Com- 
mission direct  authority  concerning  "the  manner  method,  and  place  ?.^  s«{l«ting  ous  - 
ness."  See  aUo.  Section  19(b)  (13).  15  U.S.C.  78s(b)  (13),  covering  other  "similar  matters. 
"See  the  discussion  at  pp.  10-11,  in/m.  .     «     ^     .        i   .    „  +>,o   „„f».r«ti^=   nf 

^*  The  Commission   has.   in   its   various  enforcement   efforts  involving  the   activities   of 
insurance  companies  believed  to  be  encompassed  by  the  federal  securities  laws,  met  with 

^"i^See/cX^'sections  2,  fi,  11,  17  and  19  of  the  Securities  Exchange  Act:  8ee  generally. 
Report  to  Secretary  of  Commerce  of  Comm.  on  Stock  f^'^clinnge  Regulation,  73d  Cong. 
2d  Sess.    (Sen.  Comm,  Print,  19.34)  ;  and  S.  Rep.  No.  792,  73d  Cong.,  2d  Sess.    (1934)  , 

^■i^Thl^Commi^sfon's''prop6sals  are  embodied  in  H.R.  1530.3,  92d  Cong.,  2d  Sess  (1972). 
"This  position  was  first  expresse<l  by  the  Commission  in  its  letter  transmitting  the 
Institutional  Investor  Study  Report  to  Congress  and  subsequently  was  expressed  in  tne 
Commission's  policy  statement  on  the  future  structure  of  the  securities  industry  Issued 
in  February  of  this  year.  See  Securities  and  Exchange  Commission,  Institutional  Investor 
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scope  of  the  central  market  system  are  more  sharply  in  focus,  I  believe  that  it 
may  be  appropriate  to  reconsider  whether  any  change  in  the  definition  of  the 
scope  of  self-regulatory  responsibility  should  be  effected  and,  if  so,  what  bodj 
or  bodies  should  effect  such  a  change. 

4.  What  procedures  should  the  exchanges  follow  in  making  sigmficant  policy 
determinations  ? 

(a)  Should  they  6e  required  to  give  notice  and  opportunity  for  public 
comment  before  making  policy  detenninations? 

(&)  Should  they  he  required  to  give  a  public  statement  of  the  basis  and 
purpose  of  their  policy  determinations? 

(c)  Should  the  Securities  Exchange  Act  of  19S4  be  amended  to  prescribe 
minimum  procedural  foi-malities  {e.g.,  similar  to  those  in  the  Administra- 
tive Procedure  Act)  to  be  followed  by  the  exchanges  in  making  significant 
policy  determinations? 

It  is  my  opinion  that  the  self-regulatory  bodies  should  be  required  to  afford 
an  opportunity  for  general  public  comment  on  all  proposed  rules  and  policy 
determinations  have  any  significant  impact,  either  upon  their  membership  as  a 
whole,  or,  particularly,  upon  nonmembers.  Similarly,  I  believe  it  would  be  con- 
sistent with  this  approach  if  the  exchanges  were  to  publish  a  statement  of  the 
basis  and  purpose  of  their  major  policy  determinations.  I  would  not,  of  course, 
extend  these  views  to  housekeeping  or  limited-impact  policy  determinations  or 
rules." 

I  understand  that  the  self-regulatory  bodies  already  are  initiating  valuable 
efforts  to  implement  this  objective.  Thus,  for  example,  the  major  exchanges  are 
significantly  expanding  public  participation  in  their  governing  boards.  And,  just 
recently,  the  American  Stock  Exchange  submitted  to  the  Commission  a  proposal 
to  accord  exchange  members  and  other  interested  persons  an  opportunity  to  com- 
ment upon  major  rule  and  policy  proposals  before  their  final  adoption  by  the 
Exchange's  Board  of  Governors.^®  I  am  confident  that,  as  experience  with  these 
new  procedures  is  obtained,  further  improvements  will  follow.  Naturally,  the 
benefit  of  these  procedures  is  dependent  upon  the  way  they  are  in  fact  imple- 
mented. But  I  am  in  accord  with  the  philosophy  embodied  by  these  new  policies. 

Similar  developments  have  occurred  with  respect  to  self-regulatory  disciplinary 
proceedings.  Thus,  in  the  last  several  months,  both  the  New  York  and  American 
Exchanges  have  submitted  proposals  to  revise  their  proceedings.^ 

These  steps  represent  initial  efforts  to  alleviate  some  of  the  criticism  that  has 
been  directed  toward  exchange  disciplinary  proceedings.^  This  is  one  area  where 
the  Commisison  has  recommended  that  it  be  given  greater  powers  of  govern- 
mental oversight  than  presently  exist. 

The  Commission  also  is  considering  the  recommendations  of  its  Advisory 
Committee  on  Enforcement  Policies  and  Practices  concerning  increased  publicity 
for  self-regulatory  disciplinary  proceedings.^ 


Study  Report,  H.R.  Doc.  No.  92-64,  92a  Cong.,  1st  Sess.  pt.  1  (1971),  pp.  sxlii-xxv  : 
Securities  and  Exchangre  ronimisslon.  Statement  on  the  Future  Structure  of  the  Securities 
Market  at  p.  7  (G.P.O.  Ed.,  Feb.  2,  1972).  Cf.  Subcomm.  on  Commerce  and  Finance  of 
the  House  Comm.  on  Intf^rstate  and  Foreijrn  Commerce,  Report  of  Securities  Industry 
Study,  H.R.  Rep.  No.  92-1519.  92d  Cons?.,  2d  Sess.  117-1.30  (1972)  :  Subcomm.  on  Securi- 
ties of  the  Senate  Comm.  on  Banlvinsr,  Housing  and  Urban  Afifairs,  Report  of  the  Securities 
Industry  Study,  92d  Cong..  2d  Sess.  45-46  (Comm.  Print.  1972). 

18  As  you  are  aware,  the  exchanges  not  only  liave  self-regulatory  responsibilities,  but 
also  are  business  organizations  engaged  in  conducting  day-to-day  business  operations  of 
substantial  magnitude  and  involving  substatial  expense,  in  connection  with  operating  a 
major  market.  Rules  and  policy  determinations  relating  to  the  latter  aspect  of  exchange 
operations  may  not  be  appropriate  for  public  comment 

1*  Depending  upon  the  nature  of  the  issue  Involved,  the  American  Stock  Exchange  has 
indicated  that  it  may  solicit  written  comments  or  entertain  oral  presentations.  A  copy 
of  the  AMEX's  letter  submitting  this  proposal  to  the  Commission  was  annexed  to  the 
statement  I  submitted  to  this  Subcommittee  on  Oct.  5,  1972. 

20  The  proposals  of  the  New  York  Stock  Exchange  would  provide,  among  other  things, 
right  to  counsel  and  an  opportunity  for  a  hearing  before  a  panel  composed  of  a  chairman 
(a  member  of  the  exchange  staff)  and  at  least  two  exchange  members  In  the  case  of  an 
action  involving  a  member,  or  at  least  two  registered  persons  or  emplo.vees  in  the  case 
of  actions  against  registered  representatives  or  employees.  The  Board  of  Governors  will 
act  as  a  review  body  and  review  will  occur  at  the  request  of  the  staff  of  the  exchange, 
the  respondent  or  at  least  a  single  governor.  Continuing  the  present  practice  of  the 
exchange,  written  transerips  of  each  proceeding  will  be  prepared  and  the  Commission 
has  requested  that  a  digest  of  each  proceeding  be  furnished  to  each  governor  so  that 
the  review  power  may  be  effectively  and  expeditiously  exercised.  The  American  Stock 
Exchange  has  adopted  comparable  substantive  provisions  with  some  variations. 

'^See,  e.g..  Intercontinental  Indus..  Inc.  v.  American  Stock  Exchange,  452  F.  2d  9,35 
(C.A.  5,  1971),  certiorari  denied.  41  U.S.L.W.  .3184   (U.S..  Oct.  10.  1972)    (No.  71-1378). 

'^  See  Renort  of  the  Commission's  Advisory  Committee  on  Enforcement  Policies  and 
Practices,  BNA  Securities  Regulation  &  Law  Report  No.   158    (June  28,  1972),  at  pp.   2 
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I  do  not  believe  that  the  self-regulatory  bodies  should  be  saddled  with  the 
whole  panoply  of  government  administrative  procedure  of  the  type  imposed 
upon  agencies  of  the  federal  government  under  the  Administrative  Procedure 
Act.  I  doubt  if  it  would  be  suitable  for  nongovernmental  organizations,  and  fur- 
thermore, based  on  my  experience  as  a  government  official  for  many  years  and 
as  a  member  of  the  Administrative  Conference  of  the  United  States,  I  have  con- 
cluded that  the  imposition  of  government  administrative  procedure  is  not  with- 
out serious  problems,  including  delay,  cumbersome  formalities,  and  unnecessary 
expense  for  all  concerned. 

5.  What  are  the  Commission's  procedures  for  reviewing  significant  changes  in 
the  rules  of  the  various  stock  exchanges? 

6.  Is  all  correspondence  between  the  SEC  and  an  exchange  concerning  a  Rule 
lla^8  filing  made  a  matter  of  public  record  at  the  time  it  is  sent  or  received? 

The  Commission's  procedures  for  reviewing  changes  in  the  rules  of  the  various 
stock  exchanges  have  varied  and  evolved  over  the  years  in  the  light  of  experience. 

At  one  time,  in  view  of  the  lack  of  any  grant,  in  the  Securities  Exchange  Act, 
of  express  power  to  the  Commission  to  approve  or  disapprove  proposed  exchange 
rules,^^  and  the  implication  which  some  commentators  have  suggested  might 
be  drawn  from  Section  6(a)(4)  of  the  Securities  Exchange  Act,  15  U.S.C.  78f 
(a)  (4),  that  the  exchanges  are  entitled  to  amend  their  rules  without  prior  con- 
sultation with  the  Commission,^*  there  was  no  organized  review  procedure.  By 
agreement,  however,  the  exchanges  normally  gave  the  Commission's  staff  ad- 
vance notice  of  "significant"  proposals.^ 

This  voluntary  arrangement  by  which  the  Commission  was  apprised  of  exchange 
rule  proposals  was  later  changed,  particularly  in  response  to  suggestions  of  the 
Special  Study  in  1963.^"  Proposed  exchange  rules  are  now  filed  with  the  Commis- 
sion in  advance,  pursuant  to  Securities  Exchange  Act  Rule  17a-8,  17  CFR 
240.17a-8,  which  was  adopted  to  implement  the  Special  Study's  recommendation. 
Consonant  with  the  theory  of  self-regulation  embodied  in  the  Securities  Ex- 
change Act  and  the  residual  authority  granted  to  the  Commission  to  alter  or 
amend  exchange  rules.  Rule  17a-8(d)  provides  that  "the  failure  on  the  part  of 
an  exchange  to  file  a  report  .  .  .  shall  not  affect  the  validity,  force  or  effect  of  any 
rule  of  the  exchange.  .  .  ." 

The  nature  of  Commission  review  of  exchange  rule  proposals,  of  course,  vanes 
with  the  nature  and  importance  of  the  rule.  Some  rule  changes  are  inconsequen- 
tial and  require  very  little  review.^^  In  other  instances,  where  the  exact  meaning 
or  purpose  of  a  proposed  rule  is  not  entirely  clear,  the  Commission's  staff  will 
request  clarification,  both  to  determine  exactly  what  the  exchange  has  in  mind, 
and  to  enable  it  to  suggest,  where  appropriate,  clarifying  changes  in  the  proposed 
rule.  Similarly,  where  the  Commission  or  its  staff  requires  further  information  as 
to  technical  matters,  or  opinions  as  to  the  potential  impact  of  a  proposed  rule, 
this  will  be  sought  both  from  the  exchange  proposing  it  and,  if  necessary,  from 
persons  exi>ert  in  the  particular  area  involved,  including,  where  appropriate, 
other  exchanges  which  have  dealt  with  similar  problems.  And,  where  it  appears 
or  is  anticipated  that  a  proposed  exchange  rule  may  have  a  significant  impact 
on  the  securities  markets  or  upon  the  public,  the  Commission  currently  will  give 
public  notice  of  the  proposal  and  solicit  comments,  imless  it  appears  that  this  is 
unnecessary  by  reason  of  adequate  notice  and  opportunity  for  comment  having 


23  Compare  the  Commission's  authority  with  respect  to  national  securities  associations, 
emlxxlied  in  Section  15A(i)   of  the  Securities  Exchange  Act.  15  U.S.C    78o-3(3). 

Under  Section  19(b)  of  the  Act.  of  course,  the  Commission  may.  within  certain  limits, 
alter  or  amend  existing  exchange  rules.  In  Silver  v.  New  York  Stock  Exchange,  373  U.b. 
341.  357  (1963),  the  Supreme  Court  noted  that  the  Securities  Exchange  Act,  in  giving  the 
Commission  power  "to  request  exchanges  to  make  changes  in  their  rules  .  .  .  impliedly, 
therefore    [suggests  authority]    to   disapprove  any  rules  adopted  by   an  exchange.   .   .    . 

2<  Section  6(a)  (4)  provides  (emphasis  supplied)  :  „»,„„„„ 

"Any  exchange  may  be  registered  with  the  Commission  as  a  national  securities  exchange 
under  "the  terms  and  conditions  hereinafter  provided  in  this  section  by  filing  a  registra- 
tion statement  in  such  form  as  the  Commission  may  prescribe,  containing  the  agreements, 
setting  forth  the  information  and  accompanied  by  the  documents,  below  speclfaed : 

•  •••••• 

"(4)  An  agreement  to  furnish  to  the  Commission  copies  of  any  amendments  to  the 
rules  ot  the  exchange  forthwith  upon  their  adoption."  .  ^^      o         •*• 

25  See  Securities  and  Exchange  Commission,  Report  of  Special  Study  of  the  hecurtties 
Markets,  H.R.  Doc.  No.  95.  88th  Cong.,  1st  Sess.,  pt.  4  (1963)  at  pp.  711-713  (hereafter, 
"Special  Study"). 

2«  Special  Study,  supra  n.  25.  pt.  4  at  pp.  711-713,  725-727.  „     .    „.     .    ^     ,, 

^  See,  for  example,   where.foUowing  its  incorporation,   the  New  York   Stock  Exchange 
revised  most  of  its  rules  to  change  references  to  that  exchange's  "Board  of  Governors 
to  read  "Board  of  Directors." 
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been  given  by  the  exchange."^  In  this  connection,  it  is  to  be  noted  that  persons 
having  comments  on  proposed  exchange  rules  notice  for  comment  by  the  ex- 
changes usually  provide  such  comments  not  only  to  the  exchange,  but  also  to  the 
Commission. 

When,  following  the  completion  of  whatever  procedures  are  found  necessary, 
the  staff  has  formulated  a  position  with  respect  to  the  proposed  rule,  this  is  sub- 
mitted to  the  Commission  and  discussed,  after  which  the  reaction  of  the  Com- 
mission to  the  propfjsal  and  any  suggested  changes  in  it  are  communicated  to  the 
exchange.  The  Commission  has  adopted  a  policy  of  placing  all  projwsed  rule 
amendments  by  exchanges  and  the  Commission's  definitive  responses  in  a  public 
file  for  ready  access  by  all  interested  members  of  the  public.  This  policy  became 
effective  in  March,  1972.^" 

7.  Should  the  Commission  have  followed  more  "formal"  procedures  in  review- 
ing the  rules  relating  to  life  insurance  sales?  What  should  the  procedures  have 
been? 

8.  Should  the  Commission  generally  utilize  more  "formal"  procedures  in  re- 
viewing significant  exchange  rule  changes? 

The  current  Commission  procedures  for  reviewing  exchange  rule  changes  are 
described  in  my  response  to  Question  5.^"  At  the  hearings  held  before  this  Sub- 
committee on  October  5,  1972,  representatives  of  the  New  York  Stock  Exchange, 
the  American  Stock  Exchange  and  the  National  Association  of  Securities  Deal- 
ers, Inc.,  recognized  the  desirability  of  procedures  for  affording  public  notice  and 
opportunity  for  comment  in  connection  with  significant  exchange  rule  proposals, 
and  I  concurred  in  this  view.  Exact  procedures  for  accomplishing  this  will  need 
to  be  more  fully  developed.  Aside  from  this,  I  see  no  need  for  greater  formality 
in  the  review  of  exchange  rule  procedures.  When  notice  and  comment  procedures 
are  more  fully  developed,  the  procedures  for  exchange  rule  making  will  be  com- 
parable to  the  formality  now  required  for  rule  making  by  federal  administrative 
agencies  under  the  Administrative  Procedure  Act.  I  do  not  believe  that  greater 
formality  is  necessary  in  the  exchange  rule  making  area. 

In  this  connection,  I  refer  the  Subcommittee  to  my  statement  before  this  Sub- 
committee on  August  8,  1972,  in  which  I  expressed  the  view  that  considerable 
informality  in  Commission  oversight  of  the  self -regulatory  bodies  was  appro- 
priate since  the  Commission  and  these  bodies  are  engaged  in  "cooperative"  regu- 
lation in  the  public  interest,  and  the  relationships  between  them  should  not  be 
modeled  on  an  adversary  proceeding  in  court.  I  adhere  to  that  view. 

9.  Should  the  Exchange  Act  be  amended  to  require  the  Commission  to  make 
an  affirmative  or  negative  decision  on  exchange  rule  changes  of  the  importance 
of  the  insurance  proposal?  Should  the  Commission  be  required  to  make  specific 
findings  in  "approving"  rule  changes?  {See  Sec.  6(d)  of  the  Securities  Exchange 
Act  of  193 If). 

As  the  Subcommittee  is  aware,  the  Commission  has  asked  for  legislation  grant- 
ing it  power  it  presently  has  only  with  respect  to  national  securities  associa- 
tions— to  disapprove  proposed  exchange  rule  changes.  I  do  not  believe,  however, 
that  it  is  appropriate  to  require  the  Commission  affirmatively  to  approve  proposed 
exchange  rule  changes.  There  are  a  number  of  reasons  for  my  views  in  this 
regard. 

First,  and  perhaps  most  important,  is  the  fact  that  such  a  requirement — that 
the  Commission  approve  each  proposed  exchange  rule  change — runs  counter  to 
the  philosophy  of  self-regulation  which  pervades  the  Securities  Exchange  Act.  The 
theory  of  self-regulation  embodied  by  that  Act  adheres  to  the  notion  that  broad 
initiative  is  vested  in  the  exchanges  to  adapt  their  policies  to  the  needs  of  in- 
vestors in  the  public  interest.  Under  our  present  system  of  self-regulation,  the 
Securities  Exchange  Act  reflects  a  Congressional  belief  that  more  than  one  ap- 
proach to  a  given  problem  may  exist.  The  Commission  is  not  now  required  to 
agree  with  each  action  taken  by  the  exchanges,  and  I  see  no  reason  to  require 
uniform  thinking  on  all  issues.'*^  As  long  as  exchange  rule  changes  are  not  in- 
consistent with  the  objectives  of  the  Securities  Exchange  Act,  I  believe  each 
exchange  should  be  free  to  exercise  its  judgment  in  rule  making  without  having 
to  conform  to  government  thinking  on  how  best  to  self-regulate.  Should  exchanges 
be  required  to  gain  the  formal  approval  of  the  Commission  before  they  can  im- 


2s  See  p.  13,  supra. 

^  See  Securities  and  Exchange  Commission,  News  Digest  No.  72-52    (Mar.  20,   1972), 
at  p.  1. 

30  See  pp.  1.5-18.  supra. 

31  In  structuring  a  central  market  system,  of  course,  uniform  regulation  or  comparable 
regulation,  witli  respect  to  certain  issues,  may  be  appropriate. 
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plement  rule  changes,  the  concept  of  self-regulation  would  give  way  to  what  I 
believe  more  appropriately  could  be  called  direct  Commission  regulation.^"  Such 
a  course  likely  would  stifle  exchange  initiative  and  nullify  the  creative  aspects 
of  the  self-regulatory  system  as  we  know  it,  which  have  proven  so  beneficial  to 
the  investing  public. 

Such  a  result  becomes  all  the  more  anomalous  when  we  consider  one  of  the 
primary  purposes  of  self-regulation.  In  opting  for  self-regulation,  the  Congress 
recognized  that  there  were  practical  limitations  associated  with  a  completely 
federalized  regulatory  program  which  could  render  it  ineflJcient  and  self-defeat- 
ing, given  the  highly  complex  and  dynamic  nature  of  the  securities  industry.*' 
Congress  explicitly  rejected  the  concept  of  leaving  such  regulation  solely  in  the 
hands  of  the  Commission  for  it  recognized  the  limitations  of  direct  govern- 
mental regulation  engendered  by  limited  staff,  limited  funds  and,  perhaps  most 
importantly,  the  difficulties  inherent  in  the  government's  attempt  to  define  ethical 
and  moral,  as  opposed  solely  to  legal,  standards  of  conduct." 

The  policy  considerations  underlying  Congress  original  djecisions  to  preclude 
governmental  establishment  of  moral  standards  of  business  conduct  seem  equally 
applicable  and  persuasive  today.  The  exchanges  properly  may  be  concerned  with 
a  vpide  range  of  "significant"  matters  which  fall  within  the  realm  of  moral 
standards  with  which  Congress  was  concerned.  And,  as  noted  earlier,  there  are 
additional  matters  which  fall  outside  the  pur\dew  of  the  Securities  Exchange 
Act.^  Similarly,  the  Commission's  concern  with  restructuring  and  revitalizing 
the  securities  markets  and  instilling  individual  investor  confidence  in  those 
markets,  coupled  with  the  Commission's  limited  staff  and  resources,  realistically 
precludes  any  attempt  to  require  governmental  approval  of  all  rules  "of  the 
importance  of  the  insurance  proposal,"  assuming  that  standard  is  sufficiently 
unambiguous  to  furnish  appropriate  guidelines  to  the  Commission  as  to  whether 
and  when  Commission  approval  would  be  required.^* 

Moreover,  the  establishment  of  affirmative  approval  as  a  prerequisite  to  the 
implementation  of  exchange  rule  changes  could  require  the  Commission  to  adopt 
a  firm  position  with  respect  to  rule  change  proposals  and  deny  the  agency  and 
the  exchanges  needed  flexibility  to  experiment  with  competing  solutions  to 
existing  difficulties.^' 

In  summary,  I  am  persuaded  that  the  implementation  of  the  Commission's 
legislative  proposal  in  this  connection — ^^the  grant  of  Commission  authority  to 
disapprove  exchange  rule  proposals — would  retain  allegiance  to  the  basic  concept 
of  self-regulation,  preserving  exchange  initiative,  and  yet  would  augment  exist- 
ing Commission  oversight  authority  to  insure  direct  and  effective  governmental 
power  which  has  been  lacking  on  occasion  in  the  past,  should  that  become 
necessary  or  appropriate. 

10.  Without  a  written  Commission  opinion  articulating  its  findings  and  reasons 
in  passing  on  exchange  rule  changes  of  the  importance  of  the  NYSE's  insurance 
proposals,  what  techniques  are  available  to  the  Congress  to  evaluate  the  ade- 
quacy of  the  Commission's  review  and  oversight  procedures? 

The  Congress  traditionally  has  relied  upon  its  processes  of  legislative  inquiry 
and  investigation  to  determine  whether  the  Commission's  review  and  oversight 
of  self-regulatory  functions  is  adequate.''*  Such  Congressional  review  has  proven 
effective  in  the  past  and  does  not  raise  some  of  the  burdens  and  inappropriate 
side-effects — burdens  that  I  have  detailed  in  connection  with  my  response  to 
Question  9,  supra,  pp.  20-23 — ^which  I  believe  would  restilt  if  the  Commission 


33  Compare,  H.R.  Rep.  No.  1383,  supra,  n.  1.  at  p.  15  :  "It  is  hoped  .  .  .  that  the  occasion 
for  direct  action  by  the  Commission  will  not  arise." 

3»See  Hearing  on  H.R.  7852  and  H.R.  8720  Before  The  House  Committee  on  Interstate 
and  Foreign  Commerce,  73d  Cong.,  2d  Sess.  (1934)  at  514. 

^See,  e.g..  Silver  v.  New  York  Stock  Exchange,  373  U.S.  341,  371  (1963)  (Stewart,  J., 
dissenting)  ;  cf.  H.R.  Rep.  No.  2307,  75th  Cong.,  3d  Sess.,  2,-4  (1938). 

^  See,  e.g.,  the  discussion  of  the  McCarran-Ferguson  Act,  supra,  p.  5,  n.  8,  and  Sec- 
tion 6(c)  of  the  Securities  Exchange  Act,  supra,  p.  2. 

»8  I  do  not  believe  it  would  l>e  as  eas.v  to  establish  objective  standards  governing  those 
instances  when  Commission  approval  would  be  required,  as  the  Subcommittee's  question 
implies. 

3'  Cf.,  e.g.,  Delta  Airlines,  Inc.,  v.  Civil  Aeronautics  Board,  455  F.  2d  1340  (C.A.D.C. 
1971). 

38  See,  e.g..  Hearing  Before  a  Suhcomm.  of  the  Senate  Comm.  on  Banking  and  Currency 
on  SEC  Enforcement  Problems,  85th  Cong..  1st  Sess.  (1957)  :  House  Committee  on  Inter- 
state and  Foreign  Commerce.  Study  of  the  Securities  and  Exchange  Commission,  H.R.  Rep. 
No.  2508.  82d  Cong.,  2d  Sess.  (1952)  ;  and  see  also,  the  studies  currently  being  conducted 
by  this  Subcommittee  (Sen.  Res.  No.  109,  92d  Cong.,  1st  Sess.,  117  Cong.  Rec.  S.  9506-9507 
(daily  ed.,  June  21,  1971))   and  the  House  Subcommittee  on  Commerce  and  Finance. 
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were  required  to  formulate  a  written  opinion  on  all  "important"  exchange  rule 
change  proposals.  .         ^  .  ^        ^ 

The  Commission  has  in  the  past  attempted  and  will  continue  to  enunciate  and 
articulate  the  basis  or  bases  for  actions  it  takes  in  this  broad  area  of  market 
regulation.^  And,  when  Congress  undertakes  a  review  of  the  Commission's  efforts 
in  this  or  any  other  connection,  the  Commission  furnishes  as  detailed  a  statement 
of  the  reasons  for  its  action  as  is  possible  under  the  circumstances.  I  believe  this 
approach  is  consistent  with  the  Congress  initial  delegation  of  authority,  responsi- 
bility and  broad  discretion  to  this  Commission,*"  and  has  contributed  to  the  Com- 
mission's effective  administration  of  the  federal  securities  laws  that  has  been 
epitomized  by  the  Commission's  utilization  of  informal,  flexible  methods  of  regu- 

While  Congress,  which  delegated  broad  discretion  and  authority  to  the  Com- 
mission, of  course  retains  the  power  to  alter  this  basic  relationship  and  the  exist- 
ing functioning  of  the  Commiosion— presumably  by  formalizing  the  requirements 
for  Commission  action  or  inaction— I  do  not  believe  there  would  be  any  gam  in 
such  a  transformation.  I  believe  the  requirement  of  formal  decisions  would  unduly 
encumber  a  system  of  government  oversight  that  has,  by  and  large,  been  quite 
effective. 

11  Is  it  appropriate  for  an  exchange  to  assume  that  because  the  Commission 
has  'not  made  a  "ruling"  on  a  particular  subject— e.g.,  arrangements  whereby 
members  will  sell  insurance  policies  of  only  one  company— that  subject  is  not 
"questionable"?  ,  ^^         ..,11 

The  Subcommittee's  last  question,  pertaining  to  the  absence  of  Commission  rul- 
ing[s]"  appears  to  be  somewhat  open-ended.  As  I  indicated  in  response  to  Ques- 
tion 5,*"  the  Commission  and  its  ^taff  presently  consider  exchange  filings  con- 
cerning rule  proposals  in  accordance  with  procedures  that  are  commensurate 
with  the  importance  of  the  proposal.  Since  the  Commission  does  not,  in  this  pro- 
cess, promulgate  "rulings"  qua  "rulings,"  I  do  not  believe  it  would  be  appropriate 
for  the  exchanges  or  any  other  interested  person  to  glean  any  inferences  from  the 
lack  of  a  "ruling"  in  a  specified  instance.  .       ,  „  . 

In  the  general  consideration  of  rules,  the  Commission  or  its  staff  may  comment 
upon  an  exchange  rule  change  proposal,  either  informally  at  first  (as  I  have 
alreadv  indicated)  or  formally.  But  the  absence  of  any  comment  on  a  subject 
related  to  a  rule  which  the  Commission  or  its  staff  has  considered  is,  by  itself,  not 
necessarily  reflective  of  the  absence  of  questions  or  problems.  As  with  all  such  ad- 
ministrative action,  the  absence  of  any  comment  may  have  a  number  of  '  causes 
depending  on  the  particular  circumstances.  Foremost  is  whether  the  specific 
subiect  matter  implicit  in  a  rule  proposal  clearly  and  fully  was  brought  to  the 
Commission's  attention  by  the  exchange.  And.  even  assuming  such  to  have  been 
the  case,  the  lack  of  comment  could  indicate  that  neither  the  staff  nor  the  Com- 
mission believed  it  appropriate  to  draw  any  conclusions  concerning  the  collateral 
question  embodied  in  the  rule  proposal  at  the  same  time  that  the  rule  proposal 
was  considered  or  that  the  subject  was  not  then  deemed  "questionable.  In  any 
event,  the  Commission  or  its  staff  subsequently,  in  the  light  of  additional  infor- 
mation or  circumstances,  may  address  itself  to  a  specific  practice. 


30  See    eg     Securities  and     Exchange  Commission.  Statement  on  the  Future  Structure 
''^i'/ee^rr''treS'/J'rteSs'^on"'the''Hou'se're?sVon  of  the   Securities  Exchange  Act. 

''%^e^^!nA\^rolll\^r^S  al^rT^'^wtrrt'liar^;'"^"}^  find  a  place  to  .ive  authority 
to  the  Commission  to  make  rules  and  regulations  to  govern  these  matters,  we  gave  it  to 
^^Tee  also"  Report  to  Secretary  of  Commerce,  of  Cpmm    on  Stock  Exchange  Regulation 

'^%^e^e"^e:.!'V!Ss^i*on^'on^^r^gi;niISi^J1>?t^e''ltlcutive  Branch  of  the  Government, 
Report  on  Leqal  Services  and  Procedures  189  (1955)  ;  Report  of  the  Committee  on  Admin- 
istrative Procedure,  Administrative  Procedure  tn  Government  Agencies,  S.  Doc.  No.  S,  77tn 
Cong..  1st  Sess.  .39^0  (1941). 
*2  See  pp.  15-18,  supra. 
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Supplementary  Information  Concerning  Non-Securities  Activities  of  Member 

Firms 

[Reprinted  From  American  Investors,  August  1972] 

What,  How,  and  To  Whom  Ake  Firms  Selling? 

survey  of  25  firms  reveals  growing  interest  in  non-securities  business, 
principal  activity,  and  institutional  sales 

Major  developments,  including  rising  costs,  increased  capital  demands,  puhlic 
ownership  requirements,  commission  rate  changes,  and  increased  regulation  are 
forcing  firms  in  the  brokerage  community  to  assess  their  future  as  never  before. 

In  an  effort  to  determine  the  extent  to  which  firms  are  altering  their  business 
directions,  American  investor  spoke  to  sources  at  a  number  of  member  firms. 
The  following  article,  the  first  in  a  series  on  Wall  Street's  changing  finances,  deals 
with  reported  shifts  in  revenue  emphasis. 

Will  brokerage  firms  two  years  from  now  be  selling  the  same  products,  in  the 
same  manner,  to  the  same  customers  as  they  are  today?  The  answer  for  many 
is  "no",  as  American  Investor  found  out  in  a  recent  sampling  of  member  firms. 
( See  table. ) 

These  firms,  long  accustomed  to  evaluating  the  prospects  of  U.S.  industrial  and 
financial  corporations,  are  now  more  closely  examining  their  own  prospects,  fol- 
lowing the  largest  shakeout  of  firms  from  the  industry  in  forty  years. 

Spokesmen  for  25  firms  included  planning  directors,  managing  partners,  and 
financial  officers,  who  reported  and  estimated  percentage  breakdowns  in  three 
categories  of  business  for  1970,  1972,  and  1974.  The  percentages  are  based  on 
actual  dollar  figures  for  1970  and  the  first  six  months  of  1972.  For  1974,  they 
refiect,  in  a  few  instances,  formal  plans  and,  in  most  cases,  'guesstimates'  as  to 
how  things  will  go  in  an  uncertain  era. 

Among  the  more  evident  findings  of  the  survey  are : 

A  general  consensus  that  non-securities  business  will  be  a  significant  factor  in 
the  revenue  picture  of  member  firms  during  the  next  two  years  ; 

An  increase  in  principal  activity,  as  opposed  to  agency  activity,  and  projected 
continuation  of  this  trend  into  1974 ;  and 

A  shifting  of  commission  business  toward  more  institutional  sales  for  many 
retail  and  regional  firms. 

Implied  in  the  comments  of  most  surveyed  sources  was  a  need  for  more  in-depth 
understanding  of  the  profit  potential  in  this  changing  environment. 

NON-SECURITIES   BUSINESS    MAY   OFFER   WIDER   PROFIT    MARGINS 

The  development  of  non-securities  business  as  an  important  source  of  revenue 
partially  refiects  the  profit  margin  squeeze  at  most  firms.  Rising  costs,  coupled 
with  volume  discounts  and  negotiated  commissions  have  caused  firms  to  look 
at  other  areas  that  might  offer  more  profit  potential. 

Among  the  opinions  expressed  was  that  the  rationale  for  moving  into  the  non- 
securities  area  should  not  stem  solely  from  a  determination  to  sell  more  products. 
Rather,  the  primary  motive  should  be  to  satisfy  customers'  financial  needs  with 
broader  financial  services. 

A  vice  president  of  finance  at  a  regional  firm  says,  "Our  planning  division 
reports  a  desire  on  the  part  of  our  customers  for  a  one-stop  financial  shopping 
environment.  Consequently,  we  plan  to  oflfer  tax  counseling  and  personal  budget- 
ing services.  We  are  also  investigating  the  potential  in  savings  and  loan,  as  well 
as  advertising  agency  operations." 

The  planning  director  at  a  large  retail  firm  provides  this  appraisal  of  the  non- 
securities  area :  "All  of  the  non-securities  products  we  have  researched  work  on 
a  very  nice  gross.  Presently,  we  are  marketing  real  estate,  oil  drilling  participa- 
tion programs,  and  life  insurance.  If  these  products  prove  successful  and  profit 
potential  is  apparent  in  other  areas,  we  fully  expect  to  expand  this  list." 
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Securities  Industry  Association, 

New  York,  N.Y.,  August  IS,  1912. 
Mr.  George  E.  Miller, 
Securities  Industry  Association, 
Washington,  B.C. 

Dear  George  :  The  survey  about  which  the  Senate  staff  inquired  was  conducted 
by  our  Marketing  Committee  in  order  to  determine  what  subjects  ought  to  be 
covered  at  a  session  on  marketing  and  diversification  at  next  week's  Management 
Conference.  I  am  enclosing  a  copy  of  the  survey  questionnaire  and  the  results  as 
tabulated  to  August  1,  1972.  As  you  will  note,  most  of  the  areas  fall  pretty  much 
within  the  standard  type  of  services  traditionally  offered  by  various  segments  of 
the  business.  What  we  are  seeing,  I  think,  is  firms  "diversifying"  into  a  full  line 
of  service  rather  than  contenting  themselves  with  one  or  two  specialties.  Quite 
obviously  they  are  looking  for  activities  which  are  countercyclical  to  security 
commission  business. 

I  am  also  enclosing  a  clipping  from  today's  New  York  Times  reporting  an 
AMBX  survey  on  diversification.  It  seems  to  make  the  same  point  as  our  inquiry. 
Sincerely, 

Richard  O.  Scribner, 
Vice  President  and  General  Counsel  {New  York). 


Securities  Industry  Association, 

New  York,  N.Y.,  June  28, 1972. 
To :  Partner  or  officer  in  charge  of  sales  SIA  member  firms. 

Survey  on  Marketing  and  Diversification 

Prompted  by  the  trend  toward  diversification  and  the  ability  of  NYSE  firms  to 
sell  life  insurance,  many  firms  have  become  interested  in  gaining  information 
and  the  benefit  of  experience  from  others  regarding  these  and  other  aspects  of 
marketing. 

The  Marketing  Committee  of  SIA  has  agreed  to  undertake  a  project  designed 
to  assist  firms  in  this  subject  area.  One  possibility  is  a  series  of  marketing  and 
diversification  sessions  at  the  SIA  Annual  Management  Conference  in  September. 

In  order  to  get  a  more  precise  reading  on  interests  and  needs,  we  are  asking 
sales  executives  to  complete  and  return  the  short  survey  form  enclosed.  Your 
reactions  will  be  most  appreciated  by  and  valuable  to  the  Committee. 

Adrian  L.  Banky,    . 
Vice  President  and  Staff  Advisor  to  SIA  Marketing  Committee. 


Please  return  by  July  12  to:  Securities  Industry  Association,  Attention 
Adrian  L.  Banky,  Room  1425,  120  Broadway,  New  York,  N.Y.  10005. 

Survey  on  Marketing  and  Diversification  Interests 

1.  Diversification. — For  each  of  the  financial  services  shown,  check  those  pres- 
ently being  offered  by  your  firm.  Then,  for  those  not  now  offered,  put  a  check  in 
the  column  that  best  represents  your  degree  of  interest. 


Degree  of  interest  ( ^^) 

Now  being 

offered  ( /)  None  Some 


Sale  of  life  insurance... 

Real  estate  financing.. 

Other  tax  shelter  investments 

Money  management  services 

Options— Puts  and  calls 

Commodities 

Financial  Planning  services 

Corporate  consulting— IWergers,  etc. 

Personal  tax  services 

Mutual  funds. _ 

Other:  Please  add  below;: 
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2.  Marketing  Plan. — A  number  of  marketing  executives  in  large  firms  believe 
that  diversification  is  but  one  element  to  be  considered  in  formulating  a  market- 
ing plan.  That  is,  the  plan  details  the  objectives ;  diversification  is  one  possible 
means  to  realize  the  objectives  in  the  plan.  Therefore,  they  contend,  a  firm  should 
first  devise  a  marketing  plan  for  itself  before  it  plunges  ahead  with  diversifica- 
tion. 

Do  you  agree  vpith  this  concept?  

If  a  conference  were  held  or  manual  prepared,  do  you  feel  attention 
should  be  given  to  how  to  devise  a  marketing  plan?  

3.  Content  and  Emphasis. — Shown  below  are  some  views  that  have  been  ex- 
pressed regarding  the  content  and  emphasis  of  a  conference  or  manual  on  market- 
ing and  diversification.  Please  check  those  to  which  you  subscribe. 

Considerable  attention  should  be  given  to  specifics ;  i.e.,  how  to  do  it, 

what  mistakes  to  avoid,  how  to  train  and  staff,  etc. 

The  "cons"  as  well  as  the  "pros"  of  diversification  should  be  treated. 

Hard  statistics  and  data  should  be  employed. 

Should  include  an  analysis  of  trends  in  sources  of  income  within  the 

industry. 

A  meeting  is  probably  better  than  a  manual  since  an  exchange  of  view- 
points and  information  can  be  elicited ;  there  is  an  opportunity  to 
probe;  etc. 

Considerable  attention  should  be  focused  on  marketing  costs ;  market- 
ing within  our  business  is  not  sufiiciently  "net  oriented." 

5.  Interest. — Without  making  any  commitment,  do  you  feel  your  firm  woul(} 
be  interested  in  participating  in  a  meeting  on  marketing  and  diversification? 

Probably  Yes; Maybe; Probably  No.  In  obtaining  a  manual 

or  handbook,  if  one  is  developed  by  SIA? Probably  Yes; Maybe; 

Probably  No. 

6.  Your  Comments. — Please  give  us  any  thoughts  you  may  have  regarding  the 
proposed  project,  what  it  should  encompass,  what  it  should  avoid,  etc. 

Name Title Firm 


MARKETING  SURVEY 


Now  being 
Offered 


Degree  of  interest 


1.  Diversification: 

Sale  of  life  insurance 

Real  estate  financing 

Other  tax  shelter  investments 

Money  management  services 

Options— Puts  and  calls 

Commodities 

Financial  planning  services 

Corporate  consulting— Mergers,  etc. 

Personal  tax  services _.. 

Mutual  funds __ 


Other 

Portfolio  Computer  Revenues. 

GNMA,  TREAS,  HEROS. 

Underwriting,  broker. 

Municipal  bonds. 

Sale  of  mortgages  and  contracts. 

Listed  securities,  municipal  bonds,  unlisted  securities. 

Private  placements. 

Estate  administration. 

Institutional  research. 

Limited  partnerships. 

Pension  and  profit  sharing  plans. 

Health  and  accident  insurance. 

Oil  and  gas  funds  (for  income). 

Regional  research. 

2.  Marketing  Plan.— Question  No.  1:  149  Yes;  1  No.  Questions  No.  2:  143 
Yes ;  3  No. 
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3.  Content  and  Emphasis.— Question  No.  1 :  136.  No.  2 :  139.  No.  3 :  110.  No.  4 ; 
100.  No.  5 :  83.  No.  6 :  110. 

4  Interest. — Meeting :  91  Probably  Yes  ;  43  Maybe ;  35  Probably  No.  Manual : 
128  Probably  Yes  ;  25  Maybe ;  12  Probably  No. 

Total  170  responses. 


Securities  Industry  Association  Update  on  Sales  Management 

August  It,  1912. 

SURVEY  IDENTIFIES  MAJOR  AREAS  OF  DIVERSIFICATION  INTEREST  AMONG  FIRMS 

SIA  Marketing  Committee  recently  surveyed  firms  to  determine  the  extent  to 
which  firms  are  already  engaged  in  various  areas  of  diversification  and  the  degree 
of  interest  they  have  in  exploring  new  product/service  areas.  Major  purpose  of 
the  survey :  to  use  results  in  planning  the  S/M  Section  of  next  month's  Manage- 
ment Conference. 

Over  170  firms  responded.  Here  is  the  extent  to  which  firms  are  now  active  in 
these  10  areas : 

68  percent  offer  mutual  funds 

56  perceJit  do  corporate  counseling 

38  percent  are  in  money  management 

34  percent  offer  tax  shelters  other  than  real  estate 

30  percent  deal  in  options 

26  percent  offer  financial  planning  services 

22  percent  do  real  estate  financing 

18  percent  are  either  in  or  about  to  be  in  life  insurance 

12  percent  do  business  in  commodities 

6  i>ercent  extend  personal  tax  services 

What  about  interest  in  adding  products/services  to  the  "lines"  of  firms?  We 
asked  those  not  now  offering  each  of  the  services  to  indicate  degree  to  which 
they  are  interested  in  each.  Here  are  the  percentages  that  indicated  "some"  or 
"much"  interest. 

Tax  Shelters  Other  Than  Real  Estate,  67  percent  (76  of  113). 

Money  Management  Services,  60  percent  (64  of  106). 

Corporate  Consulting,  60  percent  (45  of  75). 

Mutual  Funds,  59  percent  (32  of  54). 

Life  Insurance,  58  percent  (80  of  139). 

Financing  Planning  Services,  51  percent  (64  of  125). 

Real  Estate  Financing,  48  percent  (64  of  133). 

Options,  39  percent  (46  of  119). 

Personal  Tax  Services,  31  percent  (49  of  159). 

Commodities,  10  percent  (15  or  150). 

An  additional  interesting  point :  of  those  firms  that  responded,  62%  indicated 
"much  interest"  in  at  least  one  new  product/service  area — and  only  4%  (seven 
firms)  said  they  have  no  interest  in  any  new  product/service  area.  Very  few  in- 
deed are  giving  thumbs  down  to  new  revenue  possibilities.  Ted  Levitt's  comments 
next  month  will  include  the  issue  of  what  our  business  is. 


[From  New  York  Times,  August  31,  1972] 
Firms  Shunning  Agency  Business 

AMEX   survey  of   25    BROKERS   CITES   COMMISSION   CUTS 

A  move  toward  more  non-securities  business  and  away  from  public  agency 
activity  has  been  disclosed  in  a  recent  survey  of  brokerage  firms,  the  American 
Stock  Exchange  reported  yesterday. 

In  the  last  six  weeks  the  exchange  surveyed  25  brokerage  firms  and  reported 
the  results  in  the  latest  issue  of  its  magazine,  American  Investor.  Paul  Kolton, 
president  of  the  Amex,  said  recent  reductions  in  commission  rates  and  the  pros- 
pect of  additional  cuts  might  compel  brokerage  firms  to  accelerate  plans  to 
emphasize  other  revenue  sources  and  to  reduce  public  brokerage  business. 

"Paradoxically,"  Mr.  Kolton  observed,  "this  is  occurring  at  a  time  when  Con- 
gress, the  Securities  and  Exchange  Commission  and  the  securities  industry  have 
all  agreed  on  the  need  for  broad  public  participation  in  the  market." 


190 

MAJOR  FINDINGS 

Among  the  major  findings  of  the  survey  were  the  following : 

TJNon-securities  business  is  expected  to  become  a  significant  factor  in  the 
revenue  picture  of  member  firms  during  the  next  two  years. 

IfCommission  business  is  shifting  toward  more  institutional  sales  for  many 
retail  and  regional  firms. 

Ijlncreased  principal  activity,  as  opposed  to  agency  activity,  has  been  pro- 
jected to  continue  into  1974. 

.  In  agency  business  a  stockbroker  represents  a  customer  as  an  agent  and  is 
compensated  in  the  form  of  a  commission.  In  principal  business  a  broker  acts 
as  a  principal  in  a  transaction  and  is  compensated  by  trading  at  a  profit  for  his 
own  account. 

The  president  of  one  leading  firm  that  was  included  in  the  survey  commented : 

"Further  institutionalization  and  centralization  of  the  marketplace  along  with 
another  drop  in  negotiated  rates  on  agency  transactions  could  well  push  firms  into 
doing  more  and  more  principal  business,  market  making,  positioning  big  blocks, 
getting  off  more  secondaries  and  exchange  distributions,  syndication  and  new 
issues." 

A  spokesman  for  one  brokerage  firm  participating  in  the  survey  estimated  that 
by  1974  his  firm's  principal  activity  would  be  five  times  greater  than  its  1970 
proportion  and  that,  if  the  level  of  negotiated  commissions  continued  to  decline, 
principal  business  could  rise  to  almost  100  per  cent. 

"At  present,"  the  planning  director  of  a  large  retail  firm  added,  "we  make 
more  money  on  a  principal  trade  and  would  see  this  income  rate  continuing." 

All  25  firms  surveyed  agreed  that  they  did  not  expect  to  be  operating  in  the 
same  way  one  or  two  years  hence  and  most  exi)ected  to  see  a  significant  increase 
in  their  non-securities  business.  This  might  include,  they  indicated,  selling  life 
insurance  or  providing  general  financial  counseling. 

The  vice  president  of  a  regional  firm  observed  :  "Our  planning  division  reports 
a  desire  on  the  part  of  our  customers  for  a  one-step  financial  environment.  Con- 
sequently we  plan  to  offer  tax  counseling  and  personal  budgeting  services." 


Letter  and  Attached  Questions  Sent  on  September  21,  ld72,  to  Witnesses  Who 
Testified  at  October  5, 1972,  Hearing  Which  Follows 

Dear  Mr.  :  On  October  4.  the  Subcommittee  on  Securities  wlil  hold 

the  final  hearing  in  its  current  study  of  the  operation  of  the  regulatory  system 
in  the  securities  industry. 

Previous  hearings  in  this  series  were  focused  on  particular  examples  of  the 
operation  of  the  regulatory  process.  The  purpose  of  this  final  hearing  will  be  to 
obtain  the  general  views  of  representatives  of  the  regulatory  organizations  as  to 
how  the  system  is  working  and  whether  and  how  it  should  be  modified. 

You  are  therefore  invited  to  testify  before  the  Subcommittee  at  10 :30  a.m.  on 
October  5,  1972,  in  Room  5302,  New  Senate  Oflfice  Building,  and  to  submit  a  writ- 
ten statement  of  your  views  on  the  structure  and  operation  of  the  regulatory  sys- 
tem in  the  securities  industry.  Your  oral  presentation,  if  you  vpish  to  testify  in 
person,  should  be  limited  to  fifteen  minutes ;  your  written  statement  may  cover 
whatever  issues  you  believe  to  be  important  in  this  area,  and  the  full  text  will  of 
course  be  included  in  the  record  of  the  hearings. 

Specific  questions  with  which  the  Subcommittee  is  particularly  concerned  are 
set  forth  on  the  attached  sheet.  It  would  be  most  helpful  if  your  written  state- 
ment contained  answers  to  these.  To  the  extent  that  your  answers  can  be  illus- 
trated or  supported  hy  actual  examples  of  regulatory  conduct,  either  those 
developed  in  the  case  studies  or  others,  the  Subcommittee  will  be  in  a  better  posi- 
tion to  evaluate  the  soundness  of  proposed  changes  in  the  system. 
Sincerely, 

Harrison  A.  Williams,  Jr. 

Questions  Regarding  the  Regulatory  Process 

1.  What  suggestions,  if  any,  would  you  make  for  reallocating  authority  among 
the  various  self-regulatory  agencies?  Over  which  firms,  and  which  activities, 
should  each  of  such  agencies  exercise  effective  authority  ? 

2.  What  rules  should  apply  to  the  composition  of  the  governing  boards  of  the 
self- regulatory  agencies,  and  to  the  manner  of  selecting  members  of  those  boards? 

3.  What  suggestions,  if  any,  would  you  make  for  improving  the  procedures 
followed  by  the  self-regulatory  agencies  in  adopting  rules  and  policies,  and  in 
conducting  disciplinary  proceedings  ? 

4.  What  do  you  consider  the  appropriate  legal  and  operational  relationship 
between  the  self -regulatory  agencies  and  the  SEC?  What  are  your  views  on  the 
SEC  proposals,  embodied  in  H.R.  15303,  with  regard  to  the  SEC's  authority  over 
actions  of  the  self-regulatory  agencies? 
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SELF-REGULATION  IN  THE  SECURITIES  INDUSTRY 


THURSDAY,   OCTOBER  5,   1972 

U.S.  Senate, 
Committee  on  Banking,  Housing  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  B.C. 

The  Subcommittee  met  at  10 :15  a.m.,  pui-suant  to  call,  in  room  5302, 
New  Senate  Office  Building,  Senator  Harrison  A.  Williams,  Jr. 
(chairman)  presiding. 

Senator  Williams.  We  are  very  pleased  to  have  this  most  knowl- 
edgeable and  distinguished  panel  of  witnesses  as  we  complete  the  pub- 
lic hearing  phase  of  our  study  of  the  regulatory  system  in  the  securi- 
ties industry. 

The  Subcommittee  is  privileged  to  have  as  its  witnesses  distinguished 
representatives  of  the  Securities  and  Exchange  Commission  and  of 
the  major  self-regulatory  organizations;  the  National  Association 
of  Securities  Dealers  and  the  American,  Midwest,  New  York,  Pacific 
Coast,  and  Philadelphia-Baltimore-Washington  Stock  Exchanges. 

I  have  asked  these  witnesses  to  offer  their  suggestions  for  improve- 
ment of  the  self -regulatory  system,  focusing  particularly  on  four  key 
areas :  The  allocation  of  responsibility  among  the  various  agencies,  the 
makeup  and  selection  of  the  governing  boards  of  the  self-regulatory 
agencies,  the  procedures  followed  by  the  self-regulatory  agencies  in 
their  rulemaking  and  disciplinary  proceedings,  and  the  appropriate 
relationship  between  the  SEC  and  the  self-regulators. 

In  addition  to  these  hearings,  the  Subcommittee  has  undertaken  four 
case  studies  of  the  operation  of  the  regulatory  system. 

Two  of  these  case  studies,  dealing  with  the  inclusion  of  listed  se- 
curities in  NASDAQ  and  the  sale  of  life  insurance  by  stock  exchange 
members,  were  released  in  August. 

Two  additional  studies,  dealing  with  evaluation  of  specialist  per- 
formance and  administration  of  net  capital  rules,  are  now  being  com- 
pleted. 

I  expect  to  release  these  shortly,  accompanied  by  statements  setting 
forth  the  views  of  the  regulatory  agencies  involved. 

With  the  knowledge  gained  through  these  case  studies  and  with  the 
guidance  our  distinguished  witnesses  will  offer  us  today,  I  hope  the 
subcommittee  will  be  able  to  make  constructive  recommendations  for 
the  improvement  of  the  regulatory  process  to  provide  greater  pro- 
tection for  public  investors. 

The  Subcommittee  report  embodying  those  recommendations  will  be 
completed  by  the  end  of  this  year. 
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As  you  know,  gentlemen,  they  have  called  a  live  quorum  now  prior 
to  a  cloture  vote.  We  feel  this  is  the  best  way  to  approach  this,  with 
all  of  you  here  as  a  panel,  and  I  know  you  have  your  individual  state- 
ments. Wliy  don't  we  get  underway,  Commissioner  Loomis,  and  when 
the  break  comes,  it  will  only  be  for  about  10  or  12  minutes. 

STATEMENT  OF  PHILIP  A.  LOOMIS,  JR.,  COMMISSIONER,  SECURITIES 
AND  EXCHANGE  COMMISSION 

Mr.  LooMis.  Thank  you,  Mr.  Chairman. 

I  am  very  pleased  to  participate  in  this,  the  last  of  your  Subcom- 
mittee's three  hearings  concerning  the  operation  of  the  regulatory  sys- 
tem in  the  securities  industry.  The  hearings  today,  unlike  the  predeces- 
sors, are  concerned  with  the  broader  subject  of  whether  the  unique 
system  of  self-regulation  in  the  securities  industry  is  working  and 
whether  and  how  it  should  be  modified.  In  preparing  my  remarks  for 
this  hearing,  I  have,  in  acxiordance  with  the  Subcommittee's  request, 
endeavored  to  respond  to  the  four  rather  all-encompassing  questions 
concerning  this  important  topic  which  were  attached  to  Chairman 
Williams'  letter.  However,  these  are  very  broad  and  important  issues ; 
and  in  view  of  the  shortness  of  time  and  the  fact  that  these  questions 
can  effectively  be  answered  only  after  the  issues  concerning  the  future 
structure  of  our  securities  markets  are  resolved,  I  cannot  provide  def- 
inite and  comprehensive  answers.  Indeed,  as  to  some  of  these  ques- 
tions, I  doubt  if  such  answers  now  exist. 

The  fundamental  concept  of  self -regulation  embodied  in  the  Securi- 
ties Exchange  Act  was  well  suited  to  the  securities  markets  as  they  ex- 
isted in  1934  and  1938.  In  light  of  the  rather  extensive  changes  in  the 
securities  markets  and  trading  patterns  that  have  occurred  in  recent 
years,  however,  some  observers  have  concluded  that  self-regulation  is 
no  longer  viable.  Based  upon  our  experience,  however,  the  Commission 
cannot  subscribe  to  this  view.  The  system  of  self-regulation  has  served, 
in  many  areas,  as  a  source  of  affirmative  protection  to  public  investors 
and  as  an  important  vehicle  to  implement  the  regulatory  objectives 
of  the  Congress. 

Nevertheless,  the  magnitude  and  rapidity  of  the  changes  in  our 
securities  markets  and  the  resulting  changes  in  the  nature  of  the  issues 
which  confront  all  concerned  with  the  regulation  of  those  markets, 
including  the  self-regulatory  agencies,  have  thrown  a  considerable 
strain  upon  the  existing  pattern  of  self-regulation  which  has,  in  turn, 
revealed  certain  weaknesses. 

In  earlier  years,  the  self -regulatory  agencies  were  conceived  of  as 
primarily  designed  to  establish  and  enforce  standards  of  personal 
conduct  in  the  securities  industry.  To  this  task,  they  were  expected 
to  bring,  and  did  bring,  an  awareness  of  the  standards  voluntarily 
observed  by  responsible  members  of  the  industry,  and  also  a  day -to- 
day familiarity  with  Avhat  was  going  on  and  what  was  right,  or  wrong 
about  it.  The  self-regulatory  agencies  have  in  the  past,  and  continue 
at  present,  to  make  a  major,  and  I  think  irreplaceable,  contribution  in 
this  area. 

More  recently,  however,  the  self-regulatory  bodies  have  been  con- 
fronted, by  changing  conditions  and  changing  needs,  with  the  resolu- 
tion of  economic  issues,  which  bear  directly  not  only  upon  the  economic 
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interests  of  their  members,  but  upon  the  economic  interests  of  non- 
members  as  well.  In  addition,  as  I  will  discuss  further  in  my  answer 
to  your  first  question,  the  various  markets  have  become  so  closely  inter- 
related that  certain  issues  are  highly  significant  to  more  than  one  such 
agency,  and  it  becomes  difficult  to  resolve  these  issues  at  an  industry 
level  without  the  concurrence  of  several  self-regulatory  agencies.  Reso- 
lution of  such  common  problems  may  be  impeded  by  the  fact  that 
any  given  resolution  may  be  seen  as  either  advancing  or  as  impairing 
the  economic  position  of  the  members  of  a  particular  self-regulatory 
agency  in  relation  to  the  membei^s  of  another  such  agency. 

Problems  of  this  kind  elude  prompt  and  simplistic  solutions.  They 
can  and  should  be  examined  and  resolved  by  collective  and  carefully 
considered  efforts  of  the  self -regulatory  bodies,  the  Commission,  and 
Congress.  But  I  believe  that  there  is  no  need  to  abandon  or  unduly 
encumber  a  system  that,  in  many  instances,  has  been  responsive  in  the 
past  to  the  public  interest  and  that  can  be  made  more  responsive  in 
the  future. 

Turning  now  to  your  first  question  concerning  reallocation  of  au- 
thority, in  its  recent  report,  the  House  Subcommittee  on  Commerce 
and  Finance  noted  that  "the  overall  organization  of  the  markets  is 
now  in  flux  *  *  *."  What  they  had  in  mind,  I  believe,  was  the  conclu- 
sion generally  shared  that  there  should  be  an  evolution  of  cen- 
tralized market  system,  with  open  access  by  all  qualified  brokers  and 
marketmakers.  The  Commission  has  indicated  its  concurrence  with 
that  view  in  its  February  policy  statement. 

Until  the  parameters  and  scope  of  the  central  market  system  are 
more  sharply  in  focus,  it  is  exceedingly  difficult  to  determine  how 
responsibility  should  be  allocated  among  regulatory  agencies.  When 
the  existing  system  w^as  evolved,  it  appears  to  have  been  based  upon  the 
assumption,  then  reasonably  valid,  that  each  exchange  and  the  over- 
the-counter  market,  was  more  or  less  a  self-contained  entity.  It  was 
accordingly  concluded,  notwithstanding  the  fact  that  particular  firms 
could,  and[  did,  do  business  in  more  than  one  market,  that  it  was 
nevertheless  appropriate  for  there  to  be  a  self -regulatory  body  for  each 
such  market. 

At  present,  the  various  markets  are  not,  if  they  ever  were,  self-con- 
tained entities.  Many  regional  stock  exchanges  now  deal  primarily  m 
securities  listed  on  the  New  York  exchanges,  rather  than  in  local 
securities.  There  has  evolved  an  active  over-the-counter  market  in 
exchange  listed  securities.  Securities  firms  doing  business  with  the 
public  increasingly  tend  to  specialize  in  one  type  of  business,  such  as 
serving  institutional  or  serving  retail  customers,  rather  than  specializ- 
ing in  doing  business  in  a  particular  market.  This  development  raises 
difficult  questions  concerning  the  allocation  of  responsibilities  amon^ 
self-regulatory  agences,  some  of  which  I  alluded  to  earlier  in  this 
statement.  They  have  led  some  observers  to  suggest  a  drastic  realine- 
ment  under  which  all  responsibilities  for  self- regulation  would  be  con- 
fined to  one  agency,  confining  itself  exclusively  to  self-regulation, 
while  other  agencies  would  be  responsible  for  the  problems  of  operat- 
ing the  particular  markets.  It  is  not  clear,  however,  whether  self- 
regulatory  responsibilities  can  practically  be  separated  from  opera- 
tional responsibilities,  although  if  this  were  practicable,  it  would  sim* 
plif y  matters  by  sharpening  the  focus  of  each  agency's  responsibilities. 
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I  do  not  believe  these  questions  can  be  resolved  until  we  see  more  clearly 
the  structure  and  nature  of  the  markets  to  be  regulated,  including 
particularly  the  evolution  of  the  central  market  system. 

With  respect  to  the  composition  of  the  governing  boards  of  the  self- 
regulatory  agencies,  that  subject  was  a  matter  of  deep  concern  to 
the  Congress  when  it  adopted  both  the  Securities  Exchange  Act  in 
1934  and  the  Maloney  Act  in  1938.  The  Commission  was,  in  19(c) 
of  the  Securities  Exchange  Act,  directed  to  make  a  study,  among 
other  things,  of  the  rules  of  national  securities  exchanges  with  respect 
to  the  methods  employed  to  elect  officers  and  committees  to  insure 
fair  representation  of  the  membership  of  these  exchanges.  The  Com- 
mission, in  its  study,  made  a  number  of  recommendations  for  volun- 
tary, as  opposed  to  legislative,  changes  with  respect  to  the  govern- 
ment of  the  exchanges,  and  many  of  these  were  implemented  by  the 
exchanges. 

The  legislative  history  of  the  Maloney  Act  makes  it  clear  that  the 
securities  association  it  envisioned  was  to  be,  strictly  speaking,  a 
"democratic  organization,"  and  Congress  was  very  much  concerned 
that  domination  by  any  particular  segment  or  oppression  of  any  par- 
ticular segment  was  a  real  evil  to  be  avoided. 

I  am  inclined  to  believe,  therefore,  that  there  should  be  some  basic 
standard  such  as  is  now  found  in  15A (b)(6)  of  the  Securities  Ex- 
change Act,  to  "assure  a  fair  representation  of  its  members  in  the 
adoption  of  any  rule  *  *  *  or  amendment  thereto,  the  selection  of  its 
officers  and  directors,  and  in  all  other  phases  of  the  administration  of 
its  affairs."  The  NASD  and  the  exchanges  have  both  implemented 
this  objective,  although  the  statute  commands  it  only  for  the  NASD. 

Recently,  as  you  all  know,  the  New  York  and  American  exchanges 
have  reorganized  to  provide  that  almost  half  of  their  governing 
board  positions  shall  be  filled  by  public  directors.  And,  the  NASD 
has  amended  its  bylaws  to  permit  its  board  of  governors  to  select 
one  or  more  govemors-at-large  from  the  public,  and  has  just  an- 
nounced in  the  last  day  or  two  the  selection  of  A.  A.  Sommer  of  Cleve- 
land, Ohio,  as  another  one.  I  have  known  Mr.  Sommer  for  many 
years.  He  is  an  extremely  able  and  public-spirited  citizen  and  I  think 
he  will  be  a  great  asset  to  the  NASD  and  the  financial  community. 

We  applaud  these  responses  by  the  exchange  and  the  NASD  and 
feel  that  the  composition  of  the  governing  bodies  could  be  much  im- 
proved by  this,  although  it  is  a  little  too  early  to  say  how  the  system 
would  work.  I  should  note,  as  I  did  not  in  my  statement,  that  the 
New  York  Stock  Exchange  has  appointed  a  counsel  to  the  independent 
members  of  the  board,  public  members,  in  order  to  help  them  with 
their  work,  and  this  seems  to  me  a  very  useful  idea. 

Turning  now  to  procedures  followed  by  the  self-regulatory  agen- 
cies in  adopting  rules  and  policies  and  in  conducting  disciplinary 
proceedings,  as  I  indicated  in  my  introductory  remarks  to  these  liear- 
ings  on  August  8,  the  Act  says  very  little  about  the  internal  decision- 
making processes  of  the  self-regulatory  bodies  as  distinct  from  the 
substantive  standards  to  which  their  decisions  must  conform;  and 
accordingly,  they  evolved  a  general  pattern  modeled  on  that  in  use  by 
other  nonprofit  corporations,  and  they  are  now  only  moving  a  little 
away  from  that. 
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With  respect  to  the  adoption  of  rules,  it  is  my  opinion  that  the  self- 
regulatory  bodies  should  be  required  to  afford  an  opportunity  for  gen- 
eral public  comment  on  all  proposed  rules  having  any  significant  im- 
pact, either  upon  their  membership  as  a  whole  or,  particularly,  upon 
nonmembers.  The  self-regulatory  bodies  already  are  making  valuable 
efforts  to  implement  this  objective.  For  example,  the  NASD  is  in- 
creasingly exposing  its  rule  proposals  to  public  scrutiny  and  comment, 
and,  as  I  have  already  indicated,  the  major  exchanges  are  significantly 
expanding  public  participation  in  their  governing  boards. 

And,  I  note,  just  recently,  the  American  Stock  Exchange  submitted 
to  the  Commission  a  proposal  to  accord  Exchange  members  and  other 
interested  persons  an  opportunity  to  comment  upon  major  rule  and 
policy  proposals  before  their  final  adoption  by  the  exchange's  board  of 
governors.  I  have  a  copy  of  the  Amex  letter  filing  this  with  us  attached 
to  my  statement.  The  New  York  Stock  Exchange  has  also  indicated 
that  they  favor  disclosure  of  rule  proposals  and  opportunity  for  com- 
ment either  through  the  Commission  or  perhaps  otherwise.  I  am  in 
accord  with  the  philosophy  embodied  in  these  policies. 

Similar  developments  have  occurred  with  respect  to  self -regulatory 
disciplinary  proceedings.  In  the  last  several  months,  both  the  New 
York  and  American  Exchanges  have  submitted  proposals  to  revise 
their  procedures.  No  doubt,  they  will  discuss  them  in  more  detail  in 
their  statements.  This  is  one  area  where  the  Commission  has  recom- 
mended that  it  be  given  greater  powers  of  governmental  oversight 
than  presently  exist. 

The  Commission  also  is  considering  the  recommendations  of  its 
Advisory  Committee  on  Enforcement  Policies  and  Practices  concern- 
ing increased  publicity  for  self -regulatory  disciplinary  proceedings, 
and  some  such  publicity  is  occurring.  In  general,  I  believe  the  self- 
regulatory  bodies  have  shown  themselves  willing  to  experiment  and 
innovate  in  this  area. 

I  think  that  it  would  be  unfortunate  if  they  were  required  to  adopt 
the  whole  panoply  of  Government  administrative  procedure  as  em- 
bodied in  the  Administrative  Procedure  Act,  as  I  said  in  my  written 
statement.  In  the  first  place,  these  are  not  Government  agencies;  and 
in  the  second  place,  administrative  procedure  in  Government  agencies 
is  not  without  its  problems. 

Turning  now  to  the  appropriate  relationship  between  self-regula- 
tory agencies  and  the  SEC,  the  Congress  established  the  self -regulatory 
system  and  gave  it  considerable  autonomy.  Nevertheless,  the  Congress 
at  the  same  time  made  the  essential  decision  in  1934,  when  it  deter- 
mined to  establish  governmental  supervision  and  oversight  over  the 
existing  self -regulatory  activities  of  the  exchanges,  on  the  ground  that 
public  policy  demands  that  private  bodies  exercising  what  essentially 
are  governmental  powers  should  be  subject  to  adequate  public  super- 
vision through  a  governmental  agency.  That  decision  was  sound  then 
and  it  is  sound  now.  The  changes  which  I  have  referred  to  in  the 
very  nature  of  the  responsibilities  and  functions  of  the  self-regulatory 
agencies  call  for  a  reexamination  of  the  somewhat  uncoordinated  pat- 
tern of  oversight  which  was  provided  in  various  statutes  enacted  pri- 
marily between  1934  and  1940.  They  further  call,  in  my  opinion,  for  a 
strengthening  of  the  Commission's  oversight  authority  by  reason  of 
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some  of  the  problems  which  the  Subcommittee  has  observed  and  which 
I  have  referred  to. 

I  will  not  go  through  the  whole  history  of  discussion  of  self- regula- 
tion here,  but  I  do  believe  that  the  public  interest  requires  that  the 
Commission's  residual  powei-s  must  in  fact  exist  and  be  clearly  delin- 
eated. The  Commission  should  have  a  mandate  from  the  Congress  to 
empower  it  to  interpose  its  authority  directly  when  this  is  necessary 
in  the  public  interest,  and  the  Commission  should  be  given  that  au- 
thority. Accordingly,  I  believe  the  proposals  embodied  in  H.R.  15303 
merit  your  careful  consideration  and  approval.  We  have  submitted  to 
Congress  detailed  explanations  and  justifications  for  this  legislation. 

In  conclusion,  self-regulation  is,  I  believe,  a  valuable  and  probably 
necessary  component  in  the  regulation  of  this  large,  diverse,  exceedingly 
complex  and  very  important  industry.  Such  self- regulation  must  be 
adapted  as  rapidly  as  possible  to  the  changing  needs  and  problems  of 
today  and  of  the  future.  Commission  oversight  over  this  self-regula- 
tory process,  which  Congress  also  found  essential,  must  be  retained  and 
adapted  to  present  conditions,  which  I  think  means  that  it  should  be 
strengthened.  Ever  since  1934,  any  proposal  to  grant  power  to  the 
Commission  has  been  met  with  the  objection  that  such  power  could  be 
used  with  a  reckless  disregard  for  the  underlying  purposes  of  the  Con- 
gress. I  think  the  record  over  the  years  demonstrates  that  this  concern 
is  unfounded.  I  think  this  has  not  been  done  in  the  past  and  I  am  con- 
fident that  it  will  not  be  done  in  the  future,  particularly  in  view  of  con- 
tinuing congressional  oversight. 

Thank  you. 

(The  full  statement  of  Mr.  Loomis  may  be  fomid  at  p.  238.) 

Senator  Williams.  Thank  you  very  much. 

We  will  break  here.  I  will  be  back  very  shortly. 

(Recess.) 

Senator  Williams.  Now,  we  can  reconvene  with  the  testimony  of  the 
president  of  the  National  Association  of  Securities  Dealers,  Gordon  S. 
Macklin. 

STATEMENT  OF  OOEDON  S.  MACKLIN,  PRESIDENT,  NATIONAL 
ASSOCIATION  OF  SECURITIES  DEALERS 

Mr.  Macklin.  Thank  you  for  the  opportunity  to  appear  today  and 
express  some  additional  opinions  about  the  operation  of  the  regulatory 
system  of  the  securities  industry. 

It  should  not  be  surprising  for  you  to  learn  that  in  our  opinion  this 
regulatory  system  is  effective  and  the  concept  of  cooperative  regulation 
is  a  good  one.  We  recognize  that  there  have  been  times  in  the  past  when 
there  have  been  difficulties  with  this  system,  and  we  are  among  the  first 
to  admit  that  changes  could  and  should  be  made,  but  in  doing  so,  we 
strongly  advocate  that  preservation  of  the  cooperative  regulatory  pat- 
tern we  live  with  since  it  harnesses  a  large  amount  of  unique  industry 
expertise  to  complex  regulatory  problems. 

Our  written  statement  (p.  273)  contains  the  answers  to  each  of  Sena- 
tor Williams'  four  questions.  I  would  like  to  briefly  summarize  these 
answers  in  the  next  few  minutes. 

We  feel  that  the  question  of  how  to  reallocate  authority  among  self- 
regulatory  agencies  exposes  fertile  areas  in  which  to  grow  improve- 
ments for  the  future.  We  recognize  that  this  concern  is  shared  by  many 


199 

of  the  other  self -regulatory  agencies.  We  also  recognize  that  a  compre- 
hensive reallocation  program  should  be  postponed  imtil  we  have  a 
clearer  view  of  the  market  system  of  the  future- 

However,  we  feel  that  some  steps  should  be  started  now  to  reduce 
some  of  the  cost  and  duplication  that  currently  exists.  Our  association 
has  a  network  of  14  bi'anch  offices  covering  the  country  from  Seattle 
to  Boston.  These  offices  are  manned  with  well-trained  and  experienced 
people  and  we  believe  that  they  could  materially  assist  many  of  the 
exchanges  wishing  to  cooi'dinate  their  out-of-town  regulatory  efforts 
with  oui-s  on  a  cost  sharing  basis. 

We  have  discussed  the  concept  of  a  joint  examination  program 
with  Chainnan  Needham  of  the  New  York  Stock  Exchange,  and  next 
Thureday,  the  two  top  officers  in  our  regulation  departments  will 
meet  with  their  counterparts  at  the  New  York  Stock  Exchange  to 
continue  these  discussions  and  work  toward  a  pilot  program  of  joint 
examinations.  We  would  be  willing  to  explore  a  comparable  pilot 
program  with  any  of  the  regional  exchanges. 

There  appear  to  be  two  obvious  ways  to  reduce  member  costs  in 
the  regulatory  effort.  First  is  coordination  of  the  inspections  by  the 
various  regulatory  agencies  in  order  to  reduce  the  disruption  to  our 
members'  day-to-day  operations.  Additional  savings  will  come  when 
the  various  regulatory  agencies  have  a  compi-ehensive  program  of 
sharing  information  such  as  examination  reports  concerning  joint 
members.  Such  a  sharing  should  enable  all  regulatory  agencies  to  do 
a  better  job  more  efficiently. 

On  the  subject  of  directore,  as  you  know,  the  Maloney  Act  requires 
that  members  of  our  Board  be  elected  in  a  fair  and  democratic  manner 
and  the  Securities  and  Exchange  Commission  has  the  power  to  assure 
that  we  live  up  to  this  mandate.  Our  Board  consists  of  governors 
elected  from  all  parts  of  the  country  and  a  close  analysis  will  show 
that  our  governors  are  from  finns  of  various  sizes  and  represent  a 
variety  of  backgrounds  in  the  industry.  At  this  moment,  for  example, 
there  is  a  governor  who  is  a  principal  in  a  very  small  firm  in  Portland, 
Oreg. ;  while  another  is  an  officer  of  Merrill,  Lynch,  Pierce,  Fenner 
&  Smith.  Various  governors  have  expertise  in  such  specialized  areas 
as  operations,  trading,  money  management,  retail  sales,  and  adminis- 
tration. We  feel  that  the  job  of  regulating  a  complex  market  mecha- 
nism without  strangling  it  can  best  be  done  by  using  the  unique  exper- 
tise of  industry  leadere. 

Since  the  Association's  various  committees  employ,  on  a  donated 
time  basis,  about  300  people  from  the  industry  per  year,  a  worthwhile 
byproduct  of  our  system  is  the  fact  that  there  are  now  many  people 
in  the  industry  doing  a  better  job  of  conducting  their  business  because 
of  the  experience  gained  while  working  in  the  self-regulatoiy  process. 

We  do  recognize  the  potential  benefits  to  be  gained  from  hearing 
views  from  knowledgeable  people  not  directly  employed  in  the  securi- 
ties industry.  We  have  three  positions  for  governors-at-large  which 
can  be  filled  from  people  outside  of  the  securities  industry.  As  of  Jan- 
uary 15,  1975,  two  of  these  positions  will  be  held  by  Dr.  James  H. 
Lorie,  of  the  Graduate  School  of  Business,  University  of  Chicago; 
and  A.  A.  Sommer,  Jr.,  a  prominent  attorney  and  chairman  of  the 
American  Bar  Association's  Committee  on  Securities  Law. 
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The  Association  has  no  limit  as  to  the  number  of  members  and  is  pro- 
hibited by  law  from  embracing  a  schedule  of  fixed  commissions.  As  a 
result  of  these  factors  and  the  close  SEC  oversight,  our  situation  is 
substantially  different  from  an  exchange  and  thus  we  do  not  feel  it 
is  appropriate  to  adopt  a  restructuring  similar  to  that  of  the  New  York 
Stock  Exchange. 

In  response  to  question  three,  since  1970,  we  have  followed  a  pro- 
cedure whereby  we  send  proposed  rules  out  for  comment  to  members, 
the  bar  and  other  interested  parties  before  adoption.  Although  this 
system  is  expensive  and  time  consuming,  we  have  benefited  from  the 
comments  which,  for  the  most  part,  are  of  high  quality  and  thus  we 
feel  that  this  procedure  is  a  good  one. 

Eecently,  we  have  experimented  with  another  change,  in  that  we 
have  added  people  from  outside  the  industry  with  specialized  legal 
and  accounting  experience  to  a  committee  of  industry  experts  to  con- 
sider the  Securities  and  Exchange  Commission's  request  that  we  for- 
mulate additional  rules  concerning  new  issues.  Although  it  is  too  early 
to  tell,  we  suspect  these  experts  from  outside  the  industry  will  make 
such  a  contribution  that  we  will  continue  to  draw  on  outside  assist- 
ance in  the  future. 

The  brief  answer  to  question  No.  4,  as  to  our  relationship 
with  the  Securities  and  Exchange  Commission,  is  that  it  has  been 
excellent.  From  time  to  time  our  views  differ,  but  this  is  as  it  should 
be  since  this  interchange  of  ideas  results  in  mutual  understandings. 

Recognizing  the  committee's  continuing  study  and  interest  in  the 
NASDAQ  system  and  the  National  Clearing  Corp.,  we  included  in 
our  written  statement  some  comments  concerning  them. 

NASDAQ  started  operation  on  February  8,  1971.  At  that  time, 
2,300  securities  were  quoted  in  the  system  and  the  computers  were 
handling  about  350,000  calls  per  day.  Our  written  statement  on  page 
11  has  an  error  in  that  it  shows  250,000  calls  per  day.  Today,  there  are 
in  excess  of  3,400  securities  being  quoted,  and  the  average  number 
of  calls  per  day  is  about  1,250,000.  Daily  trading  volume  recorded 
NASDAQ  on  most  days  is  well  in  excess  of  twice  the  total  volume  on 
the  American  Stock  Exchange  and,  in  fact,  exceeds  the  combined  total 
volume  on  all  exchanges  in  the  country  except  the  New  York  Stock 
Exchange.  Future  plans  for  the  system 'include  the  implementation  of 
a  trade  reporting  program  and  eventually  a  direct  linking  of  the  data 
from  this  program  with  the  clearing  operation  of  the  National  Clear- 
ing Corp. 

The  National  Clearing  Corp.  has  been  operating  in  New  York 
City  since  October  15,  1971,  using  a  continuous  net  method  of  settling 
over-the-counter  transactions.  Recently,  pilot  operations  were  imple- 
mented to  include  Boston  and  Philadelphia  through  the  facilities  of 
the  regional  stock  exchanges  in  those  cities.  This  is  in  addition  to  a 
pilot  we  have  for  interarea  clearing  between  New  York  and  the  west 
coast  through  the  facilities  of  the  Pacific  Coast  Exchange.  These  pilot 
operations  are  currently  being  expanded.  Recent  discussions  with  the 
Midwest  Stock  Exchange  have  indicated  that  the  National  Clearing 
Corp.  will  be  operating  in  Chicago  through  the  facilities  of  the 
Midwest  Stock  Exchange  Clearing  Corp.  before  the  end  of  this 
year.  We  plan  to  commence  operations  in  a  number  of  additional  key 
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cities  throughout  the  country  and  hope  to  be  operating  on  the  west 
coast  through  the  facilities  of  the  Pacific  Coast  Stock  Exchange  before 
the  end  of  next  year.  It  is  important  to  note,  however,  that  even  at 
this  early  stage  the  National  Clearing  Corp.  is  handling  approx- 
imately 10,000  to  15,000  trades  per  day  and,  thus,  is  the  second  largest 
stock  clearing  organization  in  the  country.  Our  goal  is  to  process 
35,000  to  50,000  trades  when  the  system  is  expanded  to  cover  all  national 
trading  areas  in  the  country. 

The  NASDAQ  system  has  created  for  the  Association  a  vehicle  for 
entry  into  market  surveillance  via  regulatory  reports  which  are  pro- 
duced in  a  NASDAQ  issue  whenever  it  exceeds  certain  predetermined 
price  or  volume  parameters.  Many  of  these  parameter  breaks  are 
obviously  routine  instances  of  price  and  volume  fluctuation.  However, 
the  staff  of  the  association's  new  stock  watch  department  established 
for  the  purpose  of  reviewing  and  detecting  possible  manipulation,  has 
of  the  487  cases  it  investigated  since  its  establishment  in  Januai-y  1972, 
referred  13  to  the  SEC  for  further  investigation  of  possible  violations 
of  the  Federal  securities  laws  and  six  to  the  association  districts  for 
investigation  of  potential  violation  of  the  association's  rules.  This  ma- 
terial, coupled  with  reports  generated  by  the  National  Clearing 
Corp.  as  to  dealer  trading  activity  and  capital  and  operating  con- 
dition, substantially  improves  our  ability  to  effectively  regulate  activ- 
ity in  the  over-the-counter  market. 

In  sum,  we  feel  that  we  are  progressing  rapidly  along  the  road 
toward  a  well-regulated  and  highly  automated  over-the-counter  mar- 
ket with  access  open  to  all  qualified  dealers.  Needless  to  say,  we  greatly 
appreciate  the  help  we  have  received  with  these  programs  from  Con- 
gress and  the  Securities  and  Exchange  Commission. 

(The  full  statement  of  Mr.  Macklin  may  be  found  at  p.  273.) 

Senator  Williams.  Thank  you  very  much,  Mr.  Macklin. 

Mr.  Paul  Kolton,  of  the  American  Stock  Exchange. 

STATEMENT  OF  PAUL  KOLTON,  PRESIDENT,  AMERICAN  STOCK 
EXCHANGE 

Mr.  KoLTON.  Thank  you,  Mr.  Chairman. 

The  Amex  welcomes  this  opportunity  to  express  its  views  and  I 
would  like  to  summarize  very  briefly  our  comments,  first,  as  to  the 
question  of  the  self- regulatory  process  itself:  and  then,  the  specific 
questions  that  the  Committee  has  raised. 

I  think  most  of  the  authorities  who  have  looked  at  the  question  of 
self-regulation  have  endorsed  the  concept  while  criticizing  certain 
aspects  of  its  operation.  It  is  worth  taking  just  a  moment  to  examine 
the  reasons  that  the  self-regulatory  system  is  preferred. 

These  reasons  would  certainly  include  the  advantage  of  expertise 
and  closeness  to  the  markets,  the  ability  to  enforce  ethical  standards 
which  go  well  beyond  purely  legal  standards,  the  ability  to  make  a 
regulatory  system"  much  more  responsive  to  tough-minded  self -disci- 
pline, and,  finally,  the  recognition  that  industry  and  not  government 
should  bear  the  regidatory  cost. 

It  is  interesting  that,  going  back  in  time  to  1934,  one  of  the  original 
framers  of  the  securities  laws  looked  at  the  alternative  to  self-regula- 
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tion  and  he  said  that  as  a  practical  matter,  "It  brings  with  it  the  sheer 
ineffectiveness  of  attempting  to  exercise  regulation  directly  through 
government  on  a  wide  scale." 

We  believe  that  the  self-regulatory  process  is  indeed  the  most  effec- 
tive one  and  at  the  same  time  we  recognize  that  it  is  imperfect  and 
sometimes  it  is  untidy,  but  we  think  that  in  the  perspective  of  the 
years  it  has  enabled  the  industiy  and  the  millions  of  people  that  it 
serves  to  make  a  singular  contribution. 

There  is  something  about  an  effective  self-regulatory  mechanism 
that  requires  a  very  delicate  balance  in  the  exercise  of  government 
power.  There  is  a  natural  tendency  on  the  one  hand  to  wield  govern- 
ment power  directly  and  on  the  other  hand  there  is  the  risk,  and  it  is 
a  real  risk,  that  failure  by  government  to  oversee  and  coordinate  the 
activities  of  the  self-regulatory  organizations  will  impair  public  con- 
fidence in  the  market.  We  think  both  of  these  extremes  must  be  avoided. 
There  certainly  is  a  danger,  in  our  view,  in  the  development  that  if  the 
SEC  is  given  more  direct  administrative  responsibility  in  the  operation 
and  regulation  of  the  markets,  self-regulation  will  become  more  a 
matter  of  form  than  of  substance.  So  we  think  it  is  vitally  important 
that  Congress  and  the  SEC  realize  in  their  efforts  to  correct  past  prob- 
lems and  to  create  the  securities  markets  of  the  future,  that  the  self- 
regulators  need  to  retain  sufficient  latitude  to  encourage  initiative  and 
to  discharge  their  regulatory  tasks  boldly.  Therefore,  we  approach  the 
questions  that  the  Subcommittee  has  posed  with  these  thoughts  upper- 
most in  our  mind. 

As  to  the  first  question,  dealing  with  the  possible  reallocation  of 
authority  among  the  various  agencies,  it  is  our  view  that  since  mpst 
of  the  broker-dealers  and  certainly  many  of  the  larger  firms  in  the 
industry  are  members  of  several  exchanges  as  well  as  the  NASD,  a 
certain  amount  of  overlapping  of  functions  and  responsibilities  is 
inevitable.  We  recognize,  of  course,  that  major  investigative  and  en- 
forcement actions  are  likely  to  involve  a  variety  of  member-firm  ac- 
tivities and  it  is  important  that  the  self -regulatory  organization  retain 
broad  authority  to  take  necessary  action  in  any  aspect  of  a  member 
firm's  business. 

We  have  had  a  series  of  experiences  which  would  indicate  that  an 
investigation  launched  by  the  Exchange  that  begins  as  a  rather  humble 
inquiry  into  a  trading  situation  may  lead  to  substantial  questions  being 
raised  involving  the  firm's  underwriting  activity  or  its  handling  of 
customer  accounts  or  its  overall  supervisory  procedures  or  other  aspects 
of  its  business. 

We  would,  therefore,  not  recommend  at  the  present  time  that  the 
scope  of  authority  and  responsibility  of  the  self-regulatory  organiza- 
tions be  restricted  or  compartmentalized  to  particular  types  of  activi- 
ties or  f mictions,  even  though,  theoretically,  there  may  be  some  po- 
tential overlap.  To  a  great  extent,  duplication  has  been  reduced 
through  arrangements  among  the  self -regulatory  organizations  for  the 
allocation  of  regulatory  authority  and  for  joint  reporting  ,of  critical 
information.  In  another  area,  there  has  been  a  virtual  elimination  of 
duplicate  member  firm  examinations  and  screening  of  the  background 
of  applicants  for  membership , or  registration  as  salesmen.  By  and  large, 
these  allocation  arrangements  have  worked  efficiently.  Wliile  problems 
have  arisen  from  time  to  time  in  coordinating  the  flow  of  information 
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among  the  self-regulatory  organizations,  such  pr/oblems  have  been 
dealt  with  effectively  once  they  have  been  identified,  and  we  are  con- 
tinuing to  develop  procedures  for  more  effective  coordination  with 
other  self-regulatoiy  organizations  and  with  the  SEC.  We  are  con- 
fident that  further  improvements  will  be  made  in  this  area. 

When  we  look  to  the  future,  it  is  clear  to  us  that  the  establishment  of 
the  central  market  system  will  clearly  provide  an  opportunity  to  assess 
in  what  is  then  a  current  setting  the  present  arrangements  for  alloca- 
tion of  authority.  Pending  the  development  of  such  a  system,  whose 
specific  shape  we  do  not  yet  know,  we  think  it  is  premature  to  make 
any  specific  suggestions  for  the  rellocation  of  authority  among  the 
self -regulatory  agencies. 

As  to  the  second  question  that  the  Committee  has  raised,  the  com- 
position of  the  governing  boards  of  the  self- regulatory  agencies,  I 
think  it  is  clear  that  there  has  been  a  series  of  dramatic  developments 
over  the  past  several  months.  A  number  of  the  self -regulatory  organiza- 
tions have,  on  their  own  initiative,  taken  major  steps  to  reorganize  their 
governing  structure  and  provide  substantially  more  public  representa- 
tion. 

This  week,  for  example,  the  Exchange's  nominating  committee  which 
itself  had  50  percent  of  its  members  representing  the  public,  announced 
the  names  of  a  new  slate  of  nominees  for  the  board.  That  new  slate  in- 
cludes 50-percent  public  representation  and  the  public  members  include 
a  distinguished  group  of  lawyers,  economists,  educators,  business  exe- 
cutives, and  representatives  of  the  media.  I  think  it  is  important  and 
often  overlooked  that  this  significant  reorganization  was  neither 
prompted  by  nor  imposed  by  an  agency  of  the  Government.  Rather, 
it  was  designed  and  implemented  independently  by  the  membership 
in  recognition  of  the  exchange's  expanded  public  role  and  responsi- 
bility. 

These  major  changes,  which  are  as  a  practical  matter  irreversible, 
must  be  tested  over  time.  As  experience  is  gained  under  the  restructured 
system,  the  Exchange  would  expect  to  make  any  adjustments  which 
may  appear  desirable.  But  in  view  of  the  steps  already  taken  by  the 
Amex,  and  by  other  self-regulatory  organizations,  we  do  not  believe 
that  either  specific  SEC  rules  or  legislation  is  required. 

As  to  improving  procedures  of  the  self -regulatory  agencies  in  adopt- 
ing rules  and  policies  in  disciplinary  matters,  your  Committee's  third 
question,  the  Amex  has  continually  explored  ways  in  which  these 
procedures  can  be  made  more  responsive.  Even  before  the  reorganiza- 
tion, we  had  recognized  that  it  would  be  necessary  to  develop  and  for- 
malize a  procedure  to  permit  members  of  the  investing  public  to  com- 
ment on  all  major  proposed  rule  and  policy  changes. 

As  Commissioner  Loomis  indicated,  the  Amex  board  last  month 
approved  and  submitted  to  the  SEC  a  proposed  policy  statement  under 
which  the  Exchange  will  publicize  proposals  to  adopt  new  rules  or 
T3olicies,  or  to  amend  or  rescind  existing  rules  or  policies,  before  the 
board  takes  any  final  action  with  respect  to  such  proposals.  Under 
these  procedures,  major  policy  matters  affecting  the  Exchange,  its 
membership,  listed  companies  or  public  investors  will  be  published, 
comment  sought,  and  hearings  held,  where  required,  before  the  ex- 
change takes  a  final  action. 

We  think  that  the  decision  by  the  Exchange  to  move  in  this  direction 
not  only  constitutes  an  additional  step  in  moving  toward  a  greater 
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degree  of  responsiveness,  but  we  think  it  will  assist  the  SEC  in  ful- 
filling its  own  responsibilities  to  review  proposed  self- regulatory  rules 
and  policies  and  in  gaining  additional  insight  into  their  public  im- 
pact. 

As  to  our  dsciplinary  procedures,  those,  too,  have  been  revised.  In 
the  future,  they  will  provide  for  the  right  to  counsel.  They  will  provide 
for  a  diligent  right  of  review.  They  will  provide  for  a  hearing  panel 
made  up  of  a  jury  of  the  accused's  peers.  These  steps,  too,  are  part  of  a 
trend  in  which  the  exchange  is  moving  toward  a  wider  public. 

As  to  the  Committee's  fourth  question,  the  appropriate  legal  and 
operational  relationship  between  the  self-regulatory  agencies  and  the 
SEC,  we  would  like  to  say  here  that  the  views  that  we  are  pleased  to 
express  are  those  of  the  exchange  administration.  On  these  questions, 
we  have  not  had  an  opportunity  to  review  them  in  detail  with  the 
board,  but  in  the  event  that  proposed  legislation  is  introduced  we 
would  certainly  appreciate  the  opportunity  to  offer  definitive  and 
detailed  comments. 

We  concur  at  the  outset  with  the  SEC's  view  expressed  in  its  "Un- 
safe and  Unsound  Practices  of  Brokers  and  Dealers"  report  that  it  is 
essential  that  the  SEC  be  deeply  involved  as  an  overseer  of  the  self- 
regulatory  process.  At  the  same  time,  we  think  that  the  self-regulatory 
organizations  should  retain  sufficient  independence  to  enable  them 
to  exercise  their  initiative — vigorously  and  broadly  when  that  is  re- 
quired— on  regulatory  matters  within  their  authority. 

We  think  it  is  entirely  appropriate  for  the  SEC  to  have  the  power 
to  require  the  self- regulatory  organizations  to  adopt,  amend,  or  re- 
scind their  rules  which  affect  the  public  interest.  We  think,  beyond 
that,  that  the  procedures  for  exercising  such  authority  should  be  sim- 
plified and  clarified,  and  we  believe  it  is  appropriate  for  the  SEC 
to  review  exchange  disciplinary  actions  and  other  particular  appli- 
cations of  exchange  rules. 

But  we  do  not  believe  it  would  be  in  the  public  interest,  however,  to 
give  the  SEC  authority  to  enforce  exchange  rules  or  to  increase  penal- 
ties in  exchange  disciplinary  actions.  We  are  concerned  here  that  over 
time  such  a  step  would  debilitate  the  self-regulatory  process  and  the 
peop^le  charged  with  administering  it.  We  think  that  what  would  hap- 
pen is  the  responsibility  would  be  fractionalized  and  that  such  a  step 
would  violate  the  tenets  of  both  good  management  and  good  govern- 
ment which  hold  that  responsibility  should  be  clearly  and  unequivo- 
cably  assigned.  In  this  case,  we  think  the  self- regulatory  agencies  are 
able  to  accept  that  assignment. 

There  is,  of  course,  the  old  question — without  such  power  can  the 
SEC  properly  protect  the  public  interest?  The  fact  is  that  most  seri- 
ous violations  of  exchange  rules  which  might  make  direct  action 
against  an  exchange  member  by  the  Commission  appropriate  would 
be  matters  that  are  also  within  the  existing  statutory  authority  of  the 
Commission.  However,  the  ability  of  an  exchange  to  compel  compli- 
ance with  ethical  standards  would  be  impaired  by  such  direct  use  of 
governmental  power.  Therefore,  our  concern  is  that  the  possible  mar- 
ginal benefits  which  might  flow  from  SEC  authority  to  enforce  ex- 
change rules  would  be  substantially  outweighed  by  the  significant 
damage  which  could  be  done  to  the  self- regulatory  system. 

Thank  you,  Mr.  Chairman. 
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(The  full  statement  of  Mr.  Kolton  may  be  found  at  p.  269.) 

Senator  Williams.  Thank  you  very  much. 

Now,  Mr.  Michael  Tobin,  of  the  Midwest  Stock  Exchange. 

STATEMENT  OF  MICHAEL  E.  TOBIN,  PRESIDENT,  MIDWEST  STOCK 
EXCHANGE 

Mr.  ToBiN.  Mr.  Chairman,  the  Midwest  Stock  Exchange  welcomes 
this  opportmiity  to  discuss  the  very  important  subject  or  regulation 
and  self-regulation  of  the  securities  markets  and  of  the  securities 
business. 

Although  the  structure  of  the  securities  markets  and  of  the  indus- 
try is  obviously  in  the  process  of  great  change,  and  one  of  the  most 
important  changes  undoubtedly  will  be  in  the  direction  of  greater 
competition  in  the  performance  of  many  functions,  we  do  not  share 
the  view  that  greater  competition  will  dispense  with  the  need  for 
strong  regulatory  and  self- regulatory  systems.  Greater  emphasis  on 
competition  undoubtedly  will  modify  the  regulatory  need  to  one  de- 
gree or  another  in  various  places,  but  in  our  judgment  there  will  al- 
Vv'ays  I'emain  very  important  areas  where  regulation  will  be  essential 
to  assure  basic  standards,  to  assure  fair  field  of  competition,  or  simply 
to  deal  with  subject  matters  not  particularly  touched  by  competition. 

At  the  same  time,  even  though  we  feel  certain  that  the  regulatory 
system  w-ill  continue  to  be  of  great  importance  in  a  restructured  mar- 
ket system,  we  think  it  is  probably  premature  to  try  to  define  the 
shape  of  future  self-regulation  or  cooperative  regulation  until  the 
future  structure  becomes  somewhat  clearer. 

By  way  of  illustration,  in  the  1934  act,  self-regulation  is  based 
on  membership  in  separate  exchanges ;  and  membership  is  defined  in 
terms  of  economic  differences  with  respect  to  commission  rates.  We 
are  in  a  period  of  new  and  still  very  fluid  concepts  concerning  rela- 
tionships of  markets  to  each  other,  commission  rates  and  access,  the 
role  of  competition  in  relation  to  regulation,  the  number  and  types  of 
member  firms,  the  role  of  automation,  and  other  matters.  Since  the 
allocation  of  regulatory  responsibilities  obviously  must  be  adapted  to 
the  operational  realities  of  the  securities  markets  and  securities  in- 
dustry, it  will  be  much  easier  to  come  to  a  sensible  allocation  after 
there  has  been  further  crystallization  in  some  of  the  areas  mentioned. 

Although  there  is  undoubtedly  room  for  better  coordination  and 
possibly  for  some  consolidation,  we  believe  it  is  essential  to  stop  far 
short  of  relying  on  any  single,  monopolistic  self-regulator,  or  even 
two  self-regulators  dividing  the  field.  For  many  reasons,  we  believe 
that  competition  among  a  number  of  raarketmakers,  market  centers, 
and  market  regulators  is  greatly  preferable  to  any  monolithic  ap- 
proach. Even  if  concentration  in  a  single  agency  or  two  would  provide 
greater  short-term  economy,  in  the  long  run  we  believe  it  would  be 
at  the  expense  of  dynamism  and  progress. 

There  is  another  reason  why  we  doubt  the  advisability  of  thinking 
in  tei-ms  of  just  two  regulatory  agencies,  one  dealing  with  markets  and 
the  other  with  firms,  as  some  are  apparently  suggesting.  Between  in- 
ternal market  regulation  on  the  one  hand  and  financial  regulation  of 
member  firms  on  the  other  hand,  there  is  a  wide  gamut  of  other  regida- 
tory  activities ;  and  this  may  become  wnder  as  member  firms  expand  the 


206 

scope  of  their  operations  into  new  fields.  For  example,  to  the  extent  that 
there  is  a  self-regTilatory  obligation  relating-  to  an  activity  that  is  not 
conducted  within  a  securities  market  in  the  normal  sense^ — for  example, 
commodities,  insurance,  real  estate  syndication — it  is  not  clear  that  the 
self -regulatory  arm  of  any  particular  market  or  market  center  is  in  a 
better  position  than  another  to  engage  in  the  necessary  regulation.  It 
is  even  less  clear  that  any  single  agency,  except  one  of  enormous  size 
and  power  and  elaborately  structured  on  a  regional  and/or  functional 
basis,  could  be  expected  "to  cope  effectively  with  the  multiplicity  of 
regiilatory  needs.  The  securities  industry  involves  a  great  number  and 
variety  of  activities  conducted  in  many  different  combinations  by  a 
large  number  of  firms.  It  docs  not  conform  to  any  neat,  symmetrical 
]:>attern,  and  such  pattern  as  there  is  is  constantly  changing.  Instead  of 
attempting  to  concentrate  self-regulation  of  this  pluralistic  and  dy- 
namic business  in  a  single,  highly  structured  agency,  it  seems  to  us  that 
the  total  regulatory  job  can  best  he  accomplished  through  a  looser,  more 
praginatic  system  of  separate  but  coordinated  ngencies. 

Of  course,  whatever  reallocation  of  regulatory  responsibilities  may 
occur,  it  is  obviously  desirable  to  avoid  unnecessary  duplication  of 
regulation,  wdiich  is  costly  and  burdensome  to  regulators  as  well  as  to 
those  regulated. 

As  to  the  procedures  of  the  Commission  and  the  self -regulators,  we 
may  have  some  comments  in  a  fuller  statement  which  we  expect  to  file  at 
the  conclusion  of  these  hearings.  For  the  present,  we  w^ould  simply  say 
that  there  is  too  great  a  variety  of  i-egulatory  activities  to  fit  everything 
into  a  single  procedural  mold.  Procedures  should  be  flexible  and  adapt- 
able, so  that  different  types  of  matters  can  be  handled  appropriately  in 
light  of  their  novelty,  complexity,  impoitance,  and  impact  on  others. 

I  would  like  to  conclude  with  a  few  more  specific  comments  on  the 
position  of  the  Commission  in  the  regulatoiT  system.  In  general,  we  feel 
that  t]\e  Commission's  supervisory  jurisdiction  ought  to  be  as  broad  as 
the  self-regulatory  obligations  of  each  agency.  Alternatively,  if  the 
Commission's  authority  is  not  as  broad  as  the  agencies'  resj^onsibility, 
then  the  law  ought  to  make  clear  that,  even  without  Commission  review, 
there  is  an  antitrust  exemption  for  action  taken  in  good  faith  to  achieve 
a  self-regulatory  purpose. 

In  performing  its  oversight  role,  the  Commission  should  attempt  to 
speak  as  unambiguously  as  possible  as  to  what  it  is  requiring,  approv- 
ing, accepting,  or  not  passing  on.  Further,  to  the  extent  possible,  the 
Commission  should  acknowledge  changes  and  refinements  in  its  pol- 
icies and  procedures  as  they  are  in  the  process  of  development.  In  our 
judgment,  greater  certainty  on  the  part  of  self-regulators  with  re- 
spect to  the  position  of  the  Commission  in  those  areas  in  which  it 
exercises  jurisdiction  cannot  but  be  helpful  in  achieving  common  regu- 
latory objectives. 

Whether  the  term  "self-regulation"  or  the  term  "cooperative  regula- 
tion" be  used,  the  self -regulators  should  be  encouraged  to  be  respon- 
sible, dynamic  participants,  or  partners  in  the  process,  and  not  mere 
instruments  of  the  Commission.  While,  as  suggested  abo^e,  Commis- 
sion oversight  should  ordinarily  be  as  broad  as  self-regulatory  re- 
sponsibility, there  should  continue  to  be  ample  scope  for  self- regula- 
tors to  take  the  initiative  and  exercise  independent  responsibility  with- 
out undue  Commission  intervention.  We  would,  therefore,  generally 
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favor  the  expansion  of  the  Commission's  supervisory  role  as  proposed 
in  H.R.  15303,  on  the  assumption  that  the  Commission  will  continue 
this  general  approach  of  leaving  initiative  and  responsibility  to  the 
self-regulators  to  the  greatest  possible  extent.  However,  we  have  some 
doubt  as  to  the  appropriateness  of  the  procedure  that  is  proposed  with 
respect  to  amendment  of  the  rules  of  an  exchange  under  section  9 
of  the  bill  (amending  section  19(b)  of  the  Securities  Exchange  Act  of 
1934)  whereby  the  Commission  would  act  by  rule  under  section  553  of 
title  5  of  the  United  States  Code  without  the  necessity  of  a  hearing  "on 
a  record."  We  reserve  the  right  to  make  further  comment  on  this  and 
other  aspects  of  H.R.  15303  in  our  fuller  statement  at  the  conclusion  of 
these  hearings. 

(The  full  statement  of  Mr.  Tobin  may  be  found  at  p.  294.) 

Senator  Williams.  Thank  you  very  much. 

Donald  Calvin,  vice  president  of  the  New  York  Stock  Exchange. 
Every  one  of  you  witnesses  have  made  this  a  second  home,  have  you 
not?  It  is  good  to  see  you  back  again,  all  of  you,  by  the  way.  I  forgot 
to  mention  that. 

STATEMENT  OF  DONALD  L.  CALYIN,  VICE  PRESIDENT,  NEW  YORK 
STOCK  EXCHANGE 

Mr.  Calvin.  I  speak  on  behalf  of  the  New  York  Stock  Exchange, 
and  I  am  personally  pleased  to  be  here  and  always  welcome  the  op- 
portunity to  address  this  committee  and  particularly  if  we  have  a 
colloquy  with  its  chairman. 

As  we  say  in  our  prepared  statement,  I  think  thr.t  the  hearings  tliat 
this  Committee  has  held  over  the  past  several  months,  as  well  as  other 
committees  of  Congress  have  had,  dealing  with  the  matters  related 
to  the  securities  inclustiy,  have  been  constructive.  They  have  identified 
and  explored  various  problem  areas  in  the  industry,  and  they  have 
given  us  valuable  guidance  as  to  areas  where  constructive  change  is 
needed. 

We — that  is  to  say,  the  industiy,  and  especially  speaking  on  behalf 
of  the  New  York  Stock  Exchange — have  not  been  sitting  back  com- 
placently. I  think  the  chairman  has  recognized  this.  We  have  been 
making  important  changes  both  stiiicturally  and  operationally,  and  we 
have  been  preparing  for  basic  changes  in  the  way  the  industry  func- 
tions. 

As  I  go  through  my  prepared  remarks  this  moi-ning,  I  would  like 
to  supplement  the  record  with  a  couple  of  developments  that  have 
occurred  since  we  filed  our  statement  on  Tuesday  of  this  week  vvdiich 
clarifies  this  view.  We  are  hopeful  that  the  Congress  will  continue 
to  pursue  the  goal  of  developing  legislative  guidelines  which  have 
helped  to  shape  the  future  of  the  industry,  recognizing,  as  the  gentle- 
men have  said  this  morning,  the  need  to  continue  the  self-regulatoiy 
concept  and  expand  it  into  one  of  cooperative  regulation  throughout 
the  industry  and  the  Government. 

As  requested,  I  will  comment  very  briefly  and  interpolate  through 
my  prepared  statement  on  the  four  questions  which  were  raised  in  the 
chairman's  letter  to  us  of  September  21. 

The  first  of  these  questions  deals  with  the  possible  reallocation  of 
self-regulatory  authority,  to  which  the  gentlemen  before  me  have 
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spoken,  and  also  to  the  question  of  the  leiral  and  operating  relation- 
ships between  the  SEC  and  the  exchantjes.  As  you  laiow.  both  of  these 
questions  are  of  crucial,  long-rantre  importance  to  the  Xew  York 
Stock  Exchange.  Our  new  board  of  directors  has  been  in  office  only 
3  months.  As  a  matter  of  fact,  they  are  hoklino;  their  fifth  meeting 
this  afternoon,  and  as  a  result,  have  not  yet  had  an  adequate  oppor- 
tunity to  focus  on  these  issues  and  to  formulate  Xew  York  Stock  Ex- 
change policy  in  either  of  these  areas. 

I  think  it  is  pertinent  to  note,  however,  that  as  the  securities  in- 
dustry a]>proaches  the  goal  of  a  central  exchange  system — a  goal  to 
Avhich  I  believe  all  of  us  are  committed — we  will  be  in  a  better  posi- 
tion to  determine  whether  or  not  it  may  be  desirable,  to  make  specific 
changes  in  the  structure  of  the  existing  self-regulatory  apparatus  and 
in  the  existing  relationships  between  the  self-regulatory  organizations 
andtheSEC.^ 

In  any  event,  I  want  to  assure  the  Subconnuittee  that  we  will  be 
happy  to  supplement  this  statement  with  a  clear  statement,  of  the 
exchange's  views  on  both  of  these  important  issues  as  soon  as  our  board 
has  formulated  its  positions. 

In  this  connection,  I  might  just  mention  that  on  Tuesday  of  this 
week — that  is  to  say,  October  3 — the  chairman  of  the  New  York  Stock 
Exchange.  Mr.  James  J.  Xeedham.  announced  the  appointment  of  a 
conunittee  of  the  Exchange  to  consider  Avhether  tiie  Exchange  should 
have  guidelines  for  its  membership  regarding  the  sale  of  new  issues 
of  securities.  At  that  time.  ^Ir.  Xeedham  said.  "If  it  is  decided  that 
the  Exchange  should  expand  its  self-regulation  into  the  new  issues 
area,  the  committee  would  then  develop  appropriate  guidelines  for 
X^YSE  organizations  to  follow." 

If  I  may.  I  would  like  to  offer  this  release  for  the  record  since  it 
points  to  an  area  that  has  been  one  traditionally  handled  by  the  XASD, 
and  the  Xew  York  Stock  Exchange,  in  naming  tiiis  committee,  is 
responding  to  a  request  from  Chairman  Casey  of  the  SEC  that  the 
Exchange  consider  developing  guidelines  for  its  membei'ship  to  cover 
suitability  standards  in  the  Jiew  issues  area.  I  might  mention  that  this 
request  from  Chairman  Casey  was  received  in  August.  This  matter 
was  taken  up  with  the  Xew  York  Stock  Exchange  board  on  Septem- 
ber 7,  and  this  committee,  as  I  say,  was  appointed  on  October  3,  which 
gives  some  indication  of  the  dispatch  with  which  the  exchange  can 
deal  with  matters  of  this  type. 

Senator  Williams.  Thank  you.  I  appreciate  that. 

^fr.  Calvin.  JSIay  we  offer  that  for  the  record? 

Senator  Wilijams.  We  will  include  that  in  the  record. 

(The  press  release  follows:) 

Xea-  York  Stock  Exchange.  I^tc, 

News  Bureax'. 
Tuesday,  October  3,  1012. 

NYSE  Panel  To  Consider  Xew  Issues  Guidelines 

James  J.  Xeedham,  Chairman  of  the  X^ew  York  Stock  Exchange,  announced 
today  the  appointment  of  a  committee  to  consider  whether  the  Exchange  should 
have  guidelines  for  its  membership  regarding  the  sale  of  new  issues  of  securities. 

L.  Emery  Katzenbach,  Chairman  of  the  Board  of  "White,  Weld  &  Co.,  Incorix> 
rated,  will  be  chairman  of  the  group,  which  is  being  appointed  to  consider  a 
request  of  the  Securities  and  Exchange  Commission. 
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Mr.  Needham  said  "If  it  is  decided  tliat  the  Excliaiijie  should  expand  its  self- 
regulatiou  into  tlie  new  issues  area,  the  committee  would  then  develop  appropriate 
guidelines  for  NYSE  member  organizations  to  follow." 

In  almost  all  eases,  the  new  issues  on  which  the  committee  will  focus  are  the 
shares  of  companies  going  public  for  the  first  time  and  are  not  listed  on  the 
Exchange;  they  are  traded  in  the  over-the-counter  market,  which  is  regulated  by 
the  National  Association  of  Securities  Dealers. 

In  August,  Chairman  Needham  received  a  letter  from  Chairman  William  J. 
Casey  of  the  SEC  suggesting  that  the  Exchange  consider  adopting  guidelines  for 
its  membership  that  would  cover  suitability  in  the  new  issue  area.  Chairman 
Casey's  request  was  discussed  by  the  Exchange's  Board  of  Directors  at  its  Sep- 
tember 7  meeting  and  Mr.  Needham  was  authorized  at  that  time  to  appoint  a 
committee  on  suitability. 

In  his  letter.  Mr.  Casey  asked  the  Exchange  to  consider  "the  investment  ob- 
jectives, financial  situation  and  needs  of  the  customer  as  well  as  the  customer's 
ex-perience  and  sophistication  in  securities  transaction." 

The  SEC  Chairman  also  asked  the  Exchange  to  consider  "the  proper  documen- 
tation necessary  to  assure  compliance  (by  member  organizations)  mth  such  suit- 
ability requirements." 

Besides  Mr.  Katzenbach.  the  members  of  the  five-man  committee  are:  Donald 
C.  Cook,  Chairman  of  American  Electric  Power  Corp.  and  a  Director  of  the 
NYSE ;  Robert  M.  Gardiner,  President  of  Reynolds  Securities  Inc. ;  Artliur  J. 
Levine.  Chairman  of  Weis,  Voisin  &  Co.,  Inc. ;  Alexander  Yearley.  IV.  Chairman 
of  The  Robinson-Humphrey  Company,  Inc.  Mr.  Needham  will  serve  ex-officio. 

The  committee  expects  to  begin  its  meetings  shortly. 

Mr.  Oalvix.  Turning  to  the  next  question,  which  deals  with  the  gov- 
ernino-  boards  of  the  self-reiiulatory  ora'anizations,  the  Subconunittee 
is,  of  course,  aware  that  theNYSE'earlier  this  year  completed  a  prec- 
edent-shattering reorganization  of  its  governing  structure. 

Our  objective,  in  restructurinii-  the  Exchange's  ]>olicymaking  body 
was  twofold:  to  reflect  the  fact  that  the  interests  of  the  exchange  are 
doselv  related  to  those  of  the  public;  and  to  provide  for  an  increased 
conceiitration  of  leadersliip  in  the  Exchange's  governing  structure.  We 
I  )elieve  that  the  recent  reorganization  fulfills  that  objective. 

That  reorganizatio]!  of  the  Board  stemmed  from  a  report  submitted 
to  the  Exchange  in  December  1971  by  a  special  committee  headed  by 
Cornelius  W.  Owens,  a  public  member  of  the  previous  board  who  has 
also  been  elected  to  the  new  board.  That  report  was  based  on  an  earlier 
one  by  William  McChesney  I^Iartin,  Jr.,  in  August  1971,  which  was 
made  at  the  exchange's  request. 

The  new  board  is  composed  of  10  industry  directors,  10  public 
directors  and  a  full-time  salaried  chairman  who  is  also  the  Exchange's 
chief  executive  officer.  The  creation  of  the  office  of  full-time  chairman 
establishes  a  greater  focus  of  responsibility  than  existed  under  the 
l>revious  structure  where  leadership  was  shared  by  an  unpaicl  chair- 
man, elected  from  the  Exchange  membership  and  concerned  primarily 
with  policy  matters,  and  a  full-time  salaried  president  chosen  by  the 
board  as  chief  executive  officer. 

Attached  to  this  statement,  as  exhibit  A,  is  an  article  from  the 
August  1972  issue  of  The  Exchange  magazine  which  includes  brief 
biographical  sketches  of  all  21  members  of  the  new  board  of  directors. 

We  lielieve  that  the  Exchange  is  indeed  fortunate  to  have  been  able 
to  attract  to  the  new  Board  the  men  and  one  lady  of  outstanding 
qualifications  and  caliber.  In  its  first  8  months  in  office,  this  Board 
has  demonstrated  an  extraordinary  commitment  and  ability  to  grasp 
and  deal  constructively  with  the  complex  issues  which  have  already 
come  before  it. 
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It  is  perhaps  sijsriiificant  that  the  American  Stock  Exchange,  as 
Mr.  Kolton  just  said,  has  undertaken  a  similar  major  effort  to  reorga- 
nize its  governing  structure.  Earlier  this  year,  in  an  appearance  before 
the  House  Subcommittee  on  Commerce  and  Finance,  the  president  of 
the  New  York  Stock  Exchange,  Mr.  Robert  W.  Haack,  and  I  com- 
mented at  some  length  on  the  approach  to  a  central  exchange  sys- 
tem. At  that  time,  we  stated— and  I  am  quoting— "As  an  essential 
part  of  this  approach  *  *  *  the  other  stock  exchanges  and  the  NASD 
should  be  reorganized  along  the  same  lines  as  the  reorganization  of 
the  New  York  Stock  Exchange,  to  broaden  public  representation  on 
their  governing  boards." 

I  think  we  all  recognize  that  there  are  some  special  situations  m 
the  other  organizations  which  need  to  be  taken  into  account  as  the 
reorganizations  are  moved  ahead. 

I  should  add  that  Chairman  Needham  of  the  New  York  Stock 
Exchange  and  our  new  Board  have  recognized,  as  did  the  House 
Subcommittee  on  Commerce  and  Finance  in  its  recent  report,  that 
the  public  directors  may  often  be  less  familiar  than  industry  directors 
with  the  background  and  details  of  many  problems  with  which  they 
will  have  to  deal.  If  public  directors  are  to  make  a  meaningful  contri- 
bution, they  must  be  in  a  position  to  reach  completely  independent 
judgments  'based  on  a  knowledge  of  all  the  facts  concerning  policy 
matters.  To  facilitate  this,  the  Exchange  has  created  a  new  full-time 
post  of  counsel  to  the  board  of  directors,  with  responsibility  for 
helping  them  to  obtain  material  necessary  to  an  objective  evaluation 
of  the  policy  questions  which  come  before  the  board.  The  cost  of  pro- 
viding this  facility— including  whatever  supporting  staff  counsel  to 
the  board  may  require— is  being  borne  by  the  Exchange.  The  counsel, 
Mr.  Charles  M.  Mattingly,  Jr.,  assumed  his  duties  on  Monday  of 
this  week  and  he  will  have  whatever  supporting  staff  that  will  be 
required.  Tliis  staff  will  be,  of  course,  independent  of  the  rest  of  the 
staff  at  the  New  York  Stock  Exchange. 

Senator  "Williams.  I  hate  to  interrupt,  but  what  is  his  background? 
:Mr.  Calvin.  He  is  a  practicing  attorney  and  most  recently  has 
been  engaged  in  the  general  practice  of  law  in  a  small  community  in 
New  York.  Prior  to  that  time,  he  was  engaged  in  a  practice  of  law 
dealing  primarily  with  corporate  matters  and  is  a  man  of  broad  ex- 
perience. He  is  in  his  late  40's.  He  is  a  capable  man,  I  think,  in  every 
wav. 

if  the  Chair  would  like,  I  could  submit  a  statement  of  his  back- 
ground as  included  in  the  news  release  that  was  made  at  the  time  of 
his  appointment. 

Senator  Williams.  I  would  appreciate  that.  Excuse  the  interrup- 
tion. 

(The  following  information  was  received  for  the  record:) 

[New  York  Stock  Exchange  Press  Release,  Sept.  7,  1972] 
Counsel  Named  To  Assist  Exchange  Board  Members 

James  J.  Needham,  Chairman  of  the  New  York  Stock  Exchange  Inc.,  an- 
nounced today  the  appointment  of  Charles  M.  Mattingly,  Jr.,  to  a  newly  created 
post  of  Counsel  to  the  Board  of  Directors. 

Mr.  Mattingly's  job,  said  Mr.  Needham,  will  be  to  assist  the  20  members  of 
the  Exchange's  newly  reorganized  Board  of  Directors  by  obtaining  information 
that  will  assist  directors  in  evaluating  the  policy  questions  that  come  before 
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the  Board.  Mr.  Mattinsly  will  work  on  a  full-time  basis  at  the  Exchange,  with 
necessary  supporting  staff.  It  is  anticipated  that  the  10  public  directors  will 
make  the  greatest  use  of  the  Counsel's  office;  however,  his  services  will  also 
be  available  to  the  10  industry  directors. 

In  announcing  the  appointment  Mr.  Needham  said:  "The  Stock  Exchange 
confronts  a  totally  new  situation  in  that  half  of  its  directors  come  from  outside 
the  securities  industry.  They  were  selected  to  represent  the  public  point  of  view. 
In  order  to  make  their  work  on  the  Board  more  effective  and  in  line  with  the 
recent  recommendations  of  Congressman  John  Moss"  Subcommittee,  it  is  im- 
portant that  they  be  in  a  position  to  reach  completely  independent  judgments 
based  on  a  knowledge  of  all  the  facts  concerning  policy  matters.  With  the  serv- 
ices of  Mr.  iMattingly  as  Counsel  to  the  Board,  our  Directors  will  be  much  more 
effective  in  carrying'out  their  responsibilities  to  represent  the  public  viewpoint." 

Mr.  Needham  added  that:  "Of  course,  the  extremely  competent  professional 
staff  of  the  Exchange  will  be  available  to  Mr.  Mattingly  to  supply  a  great  deal 
of  the  information  he  requires.  However,  Mr.  Mattingly  will  have  the  right  and 
the  resources  to  go  outside  the  Exchange  whenever  necessary  to  obtain  informa- 
tion and  viewpoints  that  he  may  require  in  the  performance  of  his  duties." 

Mr.  Needham  said  that  his  selection  of  Mr.  Mattingly  was  influenced  in  large 
part  by  the  fact  that  Mr.  Mattingly's  career  embraces  both  the  law  and  an 
extensive  record  of  public  service.  Mr.  Mattingly  met  with  members  of  the 
Board  of  Directors  today.  He  will  start  his  new  duties  on  October  1. 

Mr.  Mattingly,  who  is  48  years  old,  has  been  a  practicing  attorney  in  New 
York  for  21  years.  A  graduate  of  Fordham  College  and  Fordham  Law  School, 
he  became  a  member  of  the  New  York  Bar  in  1950  and  has  been  admitted  to 
practice  in  the  Tax  Court  of  the  United  States,  and  by  the  U.S.  Treasury  Depart- 
ment, the  Federal  Maritime  Commission  and  the  Interstate  Commerce  Com- 
mission. He  is  a  member  of  the  firm  of  Mattingly  and  Cosgrove,  Old  Bethpage, 
New  York  and  was  formerly  a  member  of  the  firm  of  Lorenz,  Finn  &  Giardiuo, 
New  York  City. 

Mr.  Mattingly  has  long  been  active  in  civic  and  religious  affairs  on  Long 
Island.  He  has  served  on  the  Board  of  Education  of  his  home  community  of 
Plainview-Old  Bethpage  since  1956.  He  is  also  a  member  of  the  Commission 
for  Ecumenism  for  the  Diocese  of  Rockville  Centre  and  a  member  of  the  Long 
Island  Inter  Faith  Council. 

During  World  War  11.  he  served  three  years  in  the  United  States  Army. 

Mr.  Mattingly  is  married,  is  the  father  of  five  children  and  has  been  a  resident 
of  Old  Bethpage  since  1955. 

Mr.  Calvix.  Also,  I  just  might  mention  here  that  our  new  Board 
and  Chairman  recognize  the  in-Board  public  responsibilities  and  to 
assist  in  carrying  out  those  responsibilities  they  are,  among  other 
things,  planning  to  have  meetings  outside  the  city  of  New  York.  The 
first  "of  those  meetings  will  be  held  in  Chicago  in  December.  This  will 
mark  the  first  time  that  the  Board  of  Governors  or  Directors  of  the 
New  Yok  Stock  Exchange  has  held  a  policy  meeting  outside  the  city 
of  New  York.  That  will  be  on  December  6  and  7. 

Earlv  next  vear,  a  similar  meeting  is  planned  to  be  held  in  the  State 
of  California 'and  this  will  become  a  regular  practice  thereafter. 

In  addition  to  that,  distinguished  people  who  have  expertise  that 
can  be  of  assistance  to  the  board  will  be  meeting  with  the  board  from 
time  to  time.  Todav.  for  example,  Chairman  Woodside,  chaimian  of 
the  Securities  Investor  Protection  Corp.,  will  be  meeting  with  the 
Board  of  Directors.  In  a  future  meeting,  one  of  the  men  on  this  panel, 
Mr.  Gordon  ISIacklin,  will  be  similarly  meeting  with  our  Board  of  Di- 
rectors. This  is  the  type  of  thing  which  we  plan  to  do  on  a  regular 
basis  in  the  future. 

I  might  mention  in  that  connection,  as  Mr.  Macklin  has,  that  moves 
are  underway  to  expand  the  cooperation  between  the  New  York  Stock 
Exchange  aiid  the  other  industry  organizations,  the  NASD  in  particu- 
lar. Discussions  have  been  held',  as  Mr.  Macklin  has  stated,  with  our 
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Chairman  and  we  will  continue  to  improve  the  areas  of  res^ulatory 
activity  with  greater  cooperation  which  may  facilitate  our  joint  eiforts. 

Senator  Williams.  I  am  going  to  have  to  break  and  go  over  and  vote 
again.  Let  me  ask,  Mr.  Calving  you  mentioned  a  board  meeting  this 
afternoon— do  you  have  to  be  up 'at  that  board  meeting? 

]Mr.  Calvin.  Yes,  I  do,  sir. 

Senator  Williams.  Well,  we  will  be  running  later  here  than 
1.  You  might  have  trouble  making  the  1  o'clock  shuttle. 

Mr.  Calvin.  I  am  prepared  to  stay  here  as  long  as  the  Committee 
requires. 

Senator  Williams.  Okay.  Well,  I  will  be  back  as  soon  as  I  can. 

( Recess. ) 

Senator  Williams.  INIr.  Calvin,  had  you  made  your  last  point? 

Mr.  Calvin.  No.  I  had  one  more  point  to  cover,  Mr.  Chairman. 

The  final  question  asks  for  our  comments  on  improving  the  methods 
of  adopting  rules  and  disciplinary  procedures.  In  this  connection,  the 
New  York  Stock  Exchange  has  totally  revamped  its  disciplinary 
procedures.  This  began  witli  staff  recommendations  which  were  made 
to  our  board  in  May  of  this  year  and  were  approved  in  principle  by 
the  board  of  governors  of  the"  New  York  Stock  Exchaiige  on  i\Iay  22, 
and  l)ecame  effective  in  July  of  this  year  after  these  amendments  were 
appi'oved  by  a  vote  of  the  membership  of  the  exchange. 

These  neW  procedures  pi'ovide,  as  is  summarized  in  my  prepared 
stateme]\t,  that  an  accused  person — that  is,  a  registered  representative 
or  allied  member,  et  cetera — has  his  case  heard  by  a  panel  of  his  or 
her  peers.  All  accused  persons  now  have  the  right  to  legal  or  other 
counsel.  Following  that  panel  hearing  an  opinion  is  issued  by  the 
]:)anel  and  the  right  of  appeal  is  provided  to  the  Board  of  the 
Exchange. 

As  I  say,  this  new  procedure  became  effective  on  July  19  of  this 
year.  Since  that  time,  eight  hearings  have  been  held  before  these  inde- 
pendent panels  and  of  these  eight,  four  decisions  have  been  issued.  The 
remainder  are  in  the  decisionmaking  process  and  17  additional  hear- 
ings are  currently  scheduled. 

Again,  Mr.  Chairman,  I  think  this  demonstrates  that  the  self-regu- 
latory organizations  can  come  to  grips  with  key  issues,  act  promptly 
on  them,  and  come  up  with  a  fair  resolution.  In  that  latter  connection, 
on  Tuesday  of  this  week,  after  we  filed  our  prepared  statement,  tlie 
Federal  District  Court  of  New  York  issued  an  opinion  in  a  case  involv- 
ing three  former  officers  of  a  former  member  fii-m  against  the  exchange. 
That  case  is  entitled  Sloan  versus  the  New  York  Stock  Exchange.  The 
opinion  by  Judge  Lasker  bears.  I  think,  precisely  on  some  of  the  mat- 
ters which  are  being  discussed  at  this  hearing  today,  and  for  that 
reason  I  would  lilie  to  offer  the  opinion  as  an  exhibit  in  the  hearing 
record. 

This  case  involved  three  former  partners  of  a  member  firm  who 
were  seeking  to  enjoin  the  exchange  from  commencing  disciplinary 
action  against  them  in  view  of  the  fact  that  the  exchange  had  pre- 
viously brought  a  civil  action  against  them  and  others  in  connection 
with  a  failure  of  the  firm  with  which  they  were  associated.  There  is 
some  lanfrauge  in  this  opinion  wliich  is  interesting.  In  the  interest  of 
time — I  shall  not  summarize  it  now  except  to  say  that  Judge  Lasker 
in  his  opinion  hns  some  very  favorable  things  to  say  about  these  new 
exchange  disciplinary  procedures,  saying,  in  effect,  at  one  point,  that 
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they  are  "the  classic  model  for  determination  of  litigated  matters  by 
an  administrative  agency."'  That  is  referring  to  the  New  York  Stock 
Exchange's  new  disciplinary  procedures.  He  comments  favorably 
on  this  panel  concept  and  in  his  decision  dismisses  the  action  for  an 
injunction,  saying  that  there  is  no  violation  of  the  constitutional  rights 
of  these  plaintiffs,  among  other  things. 

As  I  say,  I  think  this  would  be  a  worthwhile  exhibit  for  these 
hearings. 

Senator  Williams.  We  would  be  glad  to  have  that  in  the  record. 
Thank  you. 

(The  information  follows :) 

U.S.  District  Couut,  Southekn  District  of  New  York 

72  Civ.  1705 

John  J.   Vii.i_vni  and  Donald  Eucker,  plaintiffs, 


New  York   Stock  Exchange,  Inc.,  defendant 


U.S.  District  Court,  Southern  District  of  New  York 

72   Civ.    1516 

Fergus   M.   Sloan,   Jr.,   plaintiff, 

vs. 

New  York  Stock  Exchange,  Inc.,  defendant 


Appearances 


Kraft  &  Hughes,  Esqs.,  Gateway  I,  Newark,  N.J.  07102,  attorneys  for  plain- 
tiffs John  J.  Villani  and  Donald  Euclcer. 

Milbank,  Tweed,  Hadley  &  McCloy,  Esqs.,  1  Chase  Manhattan  Plaza,  New 
York.  N.Y.,  attorneys  for  defendant. 

Olwine,  Connelly,  Chase  O'Donnell  &  Weyher,  Esqs.,  299  Park  Avenue,  New 
York,  N.Y..  10017,  attorney  for  plaintiff  Fergus  M.  Sloan,  Jr. 

Lasker,  District  Judge. 

In  these  two  related  actions  plaintiffs  Eucker,  Villani  and  Sloan  move  for 
preliminiary  injunctions  to  restrain  the  New  York  Stock  Exchange  ("Exchange") 
from  proceeding  with  disciplinary  hearings  against  them  for  alleged  violations 
of  certain  rules  and  regulations  of  the  Exchange  and  the  federal  securities  laws. 

The  facts  underlying  the  contentions  of  both  sets  of  plaintiffs  are  substantially 
similar.  However,  while  both  sets  advance  common  grounds  for  the  preliminiary 
injunctions,  each  presses  grounds  peculiar  to  it.  In  both  actions,  plaintiffs  seek 
injunctions  prohibiting  defendants  from  holding  alleged  unfair  and  impartial 
hearings,  as  required  by  the  Rules  of  the  Exchange,  the  Securities  Exchange  Act 
of  1934  ("the  Act")  and  the  due  process  clause  of  the  Fifth  Amendment^  on  the 
grounds   that  1)    under  the  Exchange  rules  they  will  not  be  permitted  to  be 


lit  is  now  bevond  dispute  that  the  Fifth  Amendment  due  process  requirements  as  to 
federal  action  applv  to  the  disciplinary  hearings  conducted  by  the  Exchange.  Such  hear- 
ings are  conducted  "under  the  self-regulatory  power  conferred  upon  it  by  a  federal  agency, 
the  Securities  &  Exchange  Commission.  In  f^ilrer  v.  Neiv  York  ,'^torl:  Esnchanoe,  ."7."  U..S. 
P.41  (IflfiS)  the  court  stated  that  the  Exchange  Act  of  19.''.4  imposed  upon  the  Excha^nge 
the  requirement  that  it  comply  with  traditional  notions  of  "fair  procedures,"  at  p.  ?.M. 
See  Intercontinental  Indus.,  Inc.  v.  American  l^tock  Exclianfsc,  4:.2  F.  2d  9.S5  (5th  Cir. 
1971)  where  in  connection  with  a  delisting  of  stock,  the  court  held  that  the  American 
Stock  Exflia'nge  was  subject  to  the  requirements  of  the  due  i)rocess  clause  of  the  Fifth 
Amendment. 
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represented  by  legal  counsel  at  the  hearings ;  and  2)  since  the  Exchange  has 
instituted  a  separate  civil  action  in  this  court  against  them  and  the  other  former 
partners  of  Orvis  Bros.  &  Co.  ("Or\as")  based  on  the  same  charges  as  those 
brought  in  the  disciplinary  proceeding,  it  cannot  render  an  impartial  judgment 
as  to  those  charges.  Furthermore,  Sloan  contends  that  the  procedures  are  unfair 
because  the  Exchange  refuses  to  allov*^  him  to  inspect  all  documents  relating  to 
his  case  in  the  Exchange's  possession. 

Eucker  and  Villani  further  ask  for  an  order  enjoining  the  Exchange  1)  from 
failing  to  approve  their  applications  to  take  responsible  managerial  positions 
with  other  member  firms ;  and  2)  from  failing  to  permit  Orvis'  assets  to  be  used 
to  pay  attorney's  fees  for  the  defense  of  the  former  partners. 

Facts 

Until  1970  Villani,  Eucker  and  Sloan  vs-ere  partners  in  Orvis,  a  member  firm 
of  the  Exchange.  Beginning  in  1969  Orvis  began  to  suffer  severe  financial  losses  so 
that  in  June  of  1970  the  Exchange,  by  virtue  of  its  authority  under  the  Act, 
ordered  the  firm's  liquidation. 

After  determining  that  Orvis  was  running  a  deficit  of  five  million  dollars,  the 
Exchange,  pursuant  to  a  liquidation  agreement  signed  by  the  partners  of  Orvis, 
including  plaintiffs,  paid  out  that  sum  to  the  public  customers  of  Orvis  from  its 
Special  Trust  Fund. 

The  Exchange  then  began  an  investigation  into  the  Orvis  collapse,  which  cul- 
minated in  charges  being  brought  by  the  Exchange  against  the  partners  of  Orvis. 
The  plaintiffs  formally  answered  the  charges,  denying  any  wrongdoing,  and  re- 
quested a  formal  hearing,  permission  to  be  represented  by  counsel,  and  the 
opportunity  to  inspect  all  documents  in  the  Exchange'^  possession  relating  to 
their  cases. 

The  Exchange  advised  the  plaintiffs  that  they  would  be  permitted  to  have 
counsel  present  in  the  hearing  room  but  that  pursuant  to  Section  1  (d)  of  Article 
5  of  its  constitution,  counsel  would  not  be  allowed  to  address  the  hearing  panel 
or  examine  witnesses.  The  Exchange  refused  to  open  its  files  to  plaintiffs,  but 
consented  to  make  available  specifically  identified  documents.  According  to 
Sloan's  counsel  a  representative  of  the  Exchange  stated  that  the  Exchange  would 
use  against  Sloan  only  those  documents  of  which  it  had  sent  him  copies. 

October  5th,  1971,  a  week  after  the  charges  were  brought  against  the  plaintiffs, 
the  Exchange  instituted  a  civil  action  in  this  court,  New  York  Stock  Exchange  v. 
Sloan,  et  al,  71  Civ.  2913,  to  recover  from  all  the  Orvis  partners,  as  well  as  its 
accounting  firm,  the  five  million  dollars  that  the  Exchange  had  paid  out  from 
the  Special  Trust  Fund.  The  claims  in  the  civil  suit  are  substantially  identical 
to  the  charges  specified  in  the  disciplinai-y  actions.  Various  partners  of  Orvis, 
including  Sloan,  have  asserted  counterclaims  in  the  civil  suit,  contending  that 
it  was  the  Exchange,  and  not  the  partners,  which  actually  caused  the  damages 
complained  of. 

After  leaving  Orvis,  Villani  and  Sloan  were  employed  as  registered  representa- 
tives with  other  member  firms.  The  Exchange  approved  their  applications  "con- 
ditionally" pending  the  resolution  of  the  disciplinary  charges.  On  its  own  accord, 
one  of  the  firms  determined  to  terminate  Sloan's  employment  while  the  charges 
were  pending.  Neither  Sloan  nor  Eucker  is  presently  employed  by  a  member  firm. 

Since  the  filing  of  these  motions,  on  May  18th,  1972,  counsel  for  the  Exchange, 
Milbank,  Tweed,  Hadley  &  McCloy,  has  informed  the  court  by  letter  that  the 
Board  of  Governors  of  the  Exchange  approved  various  recommendations  to 
change  the  hearing  procedures  in  disciplinary  proceedings  conducted  by  the  Ex- 
change. On  September  5th,  1972,  counsel  for  the  Exchange  further  informed  the 
court  that  the  membership  of  the  Exchange  as  well  as  the  SEC  had  approved 
the  proposals. 

Section  23,  Article  XIV  of  the  constitutional  amendment,  which  abolishes  the 
so-called  "no-counsel  rule,"  reads  : 

A  person,  firm  or  corporation  shall  have  the  right  to  be  represented 
by  legal  or  other  counsel  in  any  hearing  and  review  thereof  held  pur- 
suant to  the  provisions  of  this  Article  and  in  any  investigation  before 
any  committee,  officer  or  employee  of  the  Exchange  authorized  by  the 
Board  of  Directors. 
Another  significant  amendment  to  the  Exchange's  procedures  is  the  establish- 
ment of  a  Hearing  Panel  of  three  persons — to  be  composed  of  two  fellow  members 
(and  allied  members),  who  are  not  members  of  the  Board  of  Directors,  and 
headed  by  a  Hearing  Officer.  The  Hearing  Officer  is  to  be  a  member  of  th(i  staff 
of  the  E}cchange.  He  will  act  as  Chairman  of  the  Panel,  and  will  have  no  other 
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Exchange  duties  relating  to  investigation  or  preparation  of  disfiplinary  mat- 
ters. Tlie  panel  will  decide  the  case  before  it  by  vote  of  the  majority,  and  will 
assess  a  penalty,  if  any.  Either  the  Department  bringing  the  charges  or  the 
accused  may  appeal  an  adverse  determination  to  the  Board  of  Directors.  The 
Board  may  delegate  the  hearing  of  the  appeal  to  a  committee  of  its  members 
for  recommendation  to  the  full  Board. 

Under  the  procedures  in  existence  at  the  time  the  motions  were  filed,  the 
accused  would  have  been  'tried"  before  a  panel  of  three  members  of  the  staff  of 
the  Department  of  the  Exchange  which  instituted  the  charges.  That  panel  deter- 
mined the  accused's  guilt  or  innocence  and,  if  the  determination  was  guilty. 
the  Department  bringing  the  charges  imposed  the  penalty.  Appeals,  permitted 
to  be  taken  only  by  the  accused,  were  heard  by  the  Advisory  Committee  of  the 
Board  of  Governors,  which  committee  then  made  its  recommendation  for  Board 
action  in  the  appeal. 

By  letter  dated  May  ISth.  1972,  counsel  for  Sloan  stated  that  in  his  view  the 
then  proposed  amendments  do  not  dispose  of  the  constitutional  questions  raised 
by  Sloan's  motion.  First,  counsel  argued  that,  assuming  the  first  two  members  of 
the  proposed  Hearing  Panel  can  be  impartial,  the  fact  that  the  Chairman  of  the 
Panel  would  be  an  exchange  employee  would  deny  plaintiff  his  rights  under 
the  Fifth  Amendment.  Second,  counsel  pointed  out  that  the  right  of  appeal  to 
the  Board  of  Directors — the  individual  plaintiffs  in  the  civil  actions — leaves  the 
situation  substantially  unchanged. 

Discussion 

1.  eight  to  counsel 

Since  counsel  for  the  Exchange  has  represented^  that  Section  23,  abolishing 
the  "no-counsel  rule",  w^ould  apply  retroactively  so  that  the  hearings  on  the 
charges  against  the  plaintiffs  will  be  conducted  under  the  revised  procedures, 
this  sector  of  the  motion  is  rendered  moot. 

2.    HEARING   PEOCEDURES 

The  amendments  with  respect  to  the  make-up  of  the  hearing  panel  appear 
suflicient  to  defeat  the  constitutional  objections  raised  to  the  initial  hearing 
procedure. 

In  the  administrative  process  it  is  the  norm  for  the  agency  to  act  both  as  accuser 
and  trier ;  such  a  mixed  function  does  not  constitute  a  denial  of  due  process.  See 
Intercon'hunUil  Indus..  Inc.  v.  American  Stock  Exchange,  452  F.  2d  935  (5th  Cir. 
1971),  where,  on  a  petition  for  review  to  the  Fifth  Circuit  of  an  order  of  the 
S.E.C.  granting  the  American  Stock  Exchange  the  right  to  delist  the  common  stock 
of  a  corporation,  the  court  held  there  was  no  denial  of  due  process  when  a  com- 
mittee of  the  exchange  first  conducted  an  investigative  hearing  and  then  sat  with 
the  Board  of  Governors  of  the  exchange  while  the  entire  Board  considered  the  de- 
listing application.  The  new  exchange  procedures  relevant  here  provide  that  the 
members  of  the  Hearing  Panel  shall  be  different  persons  and  perform  a  different 
function  from  that  of  the  personnel  who  investigate  and  institute  disciplinary 
hearings,  and  provides  that  they  shall  not  be  Directors  of  the  Plxchange  (the  plain- 
tiffs in  the  civil  suit.)*  Such  a  bifurcation  of  authority  is  the  classic  model  for 
determination  of  litigated  matters  by  an  administrative  agency. 

As  we  conclude  that  a  panel  so  constituted  can  be  presumed  to  be  impartial  with 
regard  to  matters  arising  internally  within  the  Exchange,  so  we  conclude  that  the 
same  group  can  be  presimied  not  to  be  prejudiced  against  the  plaintiff  merely 
because  the  Exchange  has  instituted  a  suit  against  them  in  this  court.  Where  the 
relief  requested  is  extraordinary — the  grant  of  a  preliminary  injunction— ^such  a 
presumption  of  regularity  should  be  swept  aside  only  by  the  presentation  of 
persuasive  evidence  of  personal,  actual  bias.  Stated  otherwise,  the  litigant  must 
demonstrate  that  the  Panel  has  "in  some  measure  adjudged  the  facts  as  well  as 
the  law  of  [the  case]  in  advance  of  hearing  of  it."  GUligan.  Will  &  Co.  v.  S.E.C, 
267  F.  2d  461  at  469  (2nd  Cir.)  cert,  denied,  361  U.S.  816  (1959).  The  fact  that  the 


2  Letter  of  Isaac  Shapiro,  dated  May  ISth,  1972. 

3  Although  it  is  true  that  the  Chairman  of  the  Board  of  the  Exchange,  subject  to  the 
approval  of  the  Board  of  Directors,  appoints  the  Hearing  Panel,  who  serve  at  the  pleasure 
of  the  Board  of  Directors,  such  fact  alone  is  not  a  sufficient  factual  showing  of  probable 
bias  or  prejudice,  as  to  justify  the  extraordinary  relief  of  a  preliminary  injunction. 
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Board  of  Directors,  now  a  separate  functioninff  l»o(ly  from  the  Hearing  Panel,  lias 
institutert  civil  litigation  against  persons  who  will  appear  l)ef()re  the  Hearing 
Panel  does  not  overcome  this  presumption.  See  Fcdrral  Trade  ('onimisi^ion  v. 
Vcmeut  Institute,  333  U.S.  683  at  702-703.  ( 1U4S).  There  the  court  held  that,  even 
assuming  that  the  entire  membership  of  the  FTC,  as  a  result  of  prior  official 
investigations,  had  expressed  strong  opinions  before  congressional  commrttees 
that  the  defendants  were  in  violation  of  the  Sherman  Act,  such  action  did  not 
constitute  sufficient  bias  to  disqualify  the  commission. 

Furthermore,  under  plaintiffs'  reasoning  the  Exchange  is  required  to  choose 
either  between  suing  civilly  in  this  court  to  recoup  its  losses  or  conducting  dis- 
ciplinary hearings.  The  congressional  mandate  of  self-regulation  by  the  Ex- 
change embodied  in  the  Exchange  Act  of  1934,*  would  be  frustrated  by  im- 
posing such  a  dilemna  on  the  Exchange.  To  carry  out  that  mandate  the  Exchange 
is  required  by  the  Act  to  provide  rules  and  take  action,  where  appropriate  for 
disciplining  its  members.  The  plaintiffs  argue  that  the  Exchange  cannot  exercise 
these  disciplinary  powers  if  it  simultaneously  sues  them  in  court.  However, 
there  is  no  statutory  or  other  authority  which  thus  limits  the  Exchange's  rights, 
and  it  cannot  be  required  to  forfeit  its  right  to  sue  as  the  price  for  carrying  out 
its  obligations  to  discipline  its  members  for  the  protection  of  the  public.^ 

3.    APPEAL    PROCEDURE 

We  make  no  determination  as  to  the  fairness  of  tlie  appellate  procedures  of  the 
Exchange  because  we  believe  that  the  question  is  premature  at  this  time.  While 
it  is  true  that  appeals  are  to  be  heard  by  the  Board  of  Directors  (or  a  delegated 
committee  of  the  Board)  who  are  presently  suing  the  plaintiffs  here,  and  that, 
therefore,  the  question  of  fairness  is  more  acutely  presented  than  in  the  case  of 
the  hearing  procedure,  we  think  that  until  the  hearing  stage  is  completed,  it  is 
too  early  to  consider  appellate  questions. 

Although  the  plainti^s  assert  that,  at  the  hearing  they  will  face  a  "kangaroo 
court",  we  have  indicated  our  doubts  that  this  is  so,  and  it  is  mere  speculation 
to  predict  the  outcome  of  the  hearing.  Indeed  two  other  Orvis  partners  have 
already  been  exonerated  on  the  charges  brought  against  them  (Nelson  Aff.  Para. 
IS).  The  plaintiffs  here  may  also  be  exonerated.  While  the  new  rules  would  per- 
mit the  Exchange  to  appeal  from  such  a  finding,  it  is  certainly  possible  that  the 
Exchange  would  not  press  an  appeal.  We  do  not  believe  that  a  federal  court 
should  require  an  institution  with  such  important  public  responsibilities  as  the 
Exchange  to  alter  its  rules  against  the  mere  possibility  that  some  unfairness 
might  some  dav  occur.  We  agree  with  the  views  expressed  l)y  Judge  Motley  in 
Jarnh.w>i  v.  American  Sioclc  Exchange,  OCH  Fed.  Sec.  L.  Rep.,  §03.131  (S.D. 
N.Y.  1071),  that: 

...  a  judicial  test  of  tbe  no  counsel  provision  is  both  premature 
and  novel,  thereby  precluding  an  exercise  of  this  court's  discretion  to 
grant  a  preliminary  injiinction  as  recpiested  ; 

and  Judge  MacMahon  in  Crlmmmis  v.  American  Stock  Exchange,  72  Civ.  200, 
July  26th,  1972,  that : 

Until  the  hearing  before  the  board  is  concluded,  it  is  sheer  specula- 
tion for  plaintiff  to  predict  the  outcome  of  it  and  to  suggest  reasons  for 
that  outcome.  What  plaintiff  urges  as  immediate  injury  are  his  specula- 
tions tliat  he  might  'ue  found  guilty  lir<  aiisc  he  was  imt  rcjiresented  by 
counsel  and  that,  if  so.  he  might  suffei'  ccoiininic  loss  oi-  <  riminal  prosecu- 
tion. We  think  this  is  too  tenuous  a  string  of  iiossihilitjes  to  serve  as  a 
basis  for  a  preliminary  injunction. 

Finally  as  to  both  hearing  and  appeal,  tliere  is  a  serious  question  here  as  to 
whether  the  plaintiffs  consented  to  the  procedures  of  which  they  complain.  In 
their  respective  applications  to  become  members  of  the  Exchange,  the  plaintiffs 
represented  and  pledged  under  oath  that  tliey  would  be  bound  by  the  constitu- 
tion and  rules  of  the  Board  of  Directors  of  the  Exchange,  and  any  amendments 

*  §  19(b)  of  the  Act,  15  U.S.C.  §  783(b)  ;  Silver  v.  New  York  Stock  Exchange,  373  U.S., 
341  at  3.^.2  (1963). 

'^  In  a  reply  memoranclnm,  Villani  and  Eucker  suggest  for  the  first  time  in  this  suit, 
that  the  court  grant  a  permanent  injunction  and  permit  the  Exchange  to  amend  its  com- 
plaint to  seek  "disbarment"  relief  against  the  plaintiffs  in  this  court,  or  in  the  S.E.C. 
so  as  to  overcome  the  alleged  dilemma.  Putting  aside  the  question  whether  a  reply 
memorandum  is  the  appropriate  place  to  seek  to  amend  the  grounds  for  an  injunction, 
neither  this  court  nor  the  S.E.C.  has  power  to  conduct  proceedings  for  the  expulsion 
of  Exchange  members  when  Congress  has  specifically  delegated  that  authority  to  the 
Exchange. 


217 

thereto.  Since  plaintiffs  are  sopliisticated  businessmen  and  since,  in  order  to  be 
approved  by  tlie  Exchange,  tliey  were  required  to  pass  an  examination  based  in 
part  upon  the  Exchange's  constitution  and  rules,  there  is  no  doubt  here  that 
their  consent  to  the  disciplinary  procedures  was  given  knowingly  and  intelli- 
gently. See  Cocnen  v.  R.  W.  Prcssprich  &  Co.,  CCH.  Fed.  Sec.  L.  Rep.  §  93,  335 
(2d  Cir.  1971).  Were  the  recent  procedures  more  suspect  from  a  constitutional 
viewpoint,  we  might  be  inclined  to  give  less  weight  to  this  argument.  However, 
as  stated  above,  at  least  insofar  as  the  hearing  stage  is  concerned,  we  find  that 
they  are  constitutionally  valid." 

4.  "discovery"    procedure 

We  think  that  Sloan  (as  well  as  Villani  and  Eucker)  are  entitled  to  inspect 
all  documents  within  the  Exchange's  possession  relating  to  their  respective  cases. 
Should  these  include  documents  of  a  confidential  or  privileged  nature,  the  Ex- 
change is,  of  course,  free  to  apply  for  a  modifying  order.  It  seems  reasonable  to 
view  the  Federal  Rules  of  Civil  Procedure  as  a  model  of  procedural  due  process. 
In  ordinary  civil  litigation,  the  plaintiff  viould  be  entitled  to  the  material  he 
seeks  under  Rule  37.  Since  his  stake  in  the  instant  proceedings  is  as  substantial 
as  it  would  be  in  civil  litigation,  we  believe  that  the  pattern  of  the  Rules  should 
be  followed. 

Sloan  correctly  points  out  that  the  Exchange's  position  that  it  will  only  use 
against  the  plaintiffs  those  documents  of  which  he  has  been  sent  copies,  ignores 
the  possibility  that  there  may  be  documents  which  Sloan  may  find  helpful  to  his 
case  or  which  have  been  overlooked  by  the  Exchange.  Furthermore,  to  require  a 
plaintiff  to  identify  the  documents  he  wishes  to  use  when  he  does  not  even  know 
what  documents  are  in  the  possession  of  the  Exchange,  places  him  in  an  im- 
possible cul-de-sac.  It  is  significant  that  nowhere  in  the  voluminous  papers  sub- 
mitted by  the  Exchange  does  it  advance  a  practical  or  legal  rationale  for  its 
position. 

5.   DEMAND  THAT  THE  EXCHANGE  APPROVE  PLAINTIFFS'  APPOINTMENT  TO  MANAGERIAL 

POSTS 

Villani's  and  Eucker's  request  that  the  Exchange  presently  approve  their  ap- 
plications for  approval  to  serve  in  certain  managerial  positions  is  denied.  A 
motion  for  a  preliminary  injunction  is  addressed  to  the  discretion  of  the  court, 
which  balances  the  po.s*sible  injuries  and  conveniences  of  the  parties  as  they 
would  be  affected  by  the  denial  or  granting  of  the  relief,  Yakus  v.  United  States, 
321  U.S.  414,  440  (1944).  Where  a  public  interest  is  involved,  as  it  is  here  be- 
cause the  Exchange  is  charged  by  the  Exchange  Act  with  the  responsibility  of 
protecting  public  investors,'  a  court  should  go  much  further  hoth  to  give  and  with- 
hold relief  in  furtherance  of  the  public  interest  than  they  are  accustomed  to  do 
when  only  private  interests  are  involved"  Yakus  v.  United  States,  supra,  at  440- 
441.  While  there  is  no  question  that  by  our  denial  plaintiffs  will  continue  to 
suffer  harm,  both  financially  and  to  their  reputation,  the  public  has  an  over- 
riding right  to  protection  until  it  is  determined  whether  the  plaintifTs  have 
acted  culpably.  In  making  this  determination,  however,  we  do  not  intimate  any 
view  as  to  the  merits  of  the  charges. 

Moreover,  the  plaintiffs  have  not  altogether  been  foreclosed  from  pursuing 
their  profession,  for  the  Exchange  has  permitted  them  to  be  engaged  by  meml»er 
firms  as  registered  representatives  under  a  conditional  approval.  In  view  of  the 
serious  nature  of  the  charges  and  the  important  public  responsibilities  imposed 
by  law  on  the  Exchange,  it  cannot  reasonably  be  required  to  do  more. 


«  Sloan  also  contends  that  the  disciplinary  hearings  are  a  group  refusal  to  deal  or 
bovfott  in  violation  of  Section  1  of  the  Sherman  Act  In  Stiver  v.  New  Jork  Stock 
Exchange,  373  U.S.  341  at  357  (1963).  the  Court  stated  that  Exchange  actions  which 
might  otherwise  be  illegal,  are  exempt  from  the  antitrust  laws  when  necessary  to  make 
the  Exchange  Act  work."  For  the  Exchange  to  regulate  the  activities  of  its  members  it 
must  have  the  power  to  expel,  suspend,  or  discipline,  as  Section  6(b)  of  tlie  Act  specifi- 
cally requires  Of  course,  as  Silver  instructs,  such  actions  can  only  be  taken  when  the 
procedures  used  are  "fair".  Silver  v.  New  York  Stock  Exchange,  supra,  at  364.^  How- 
ever concluding  as  we  have  that  the  procedures  complained  of  are  fair,  plaintiffs  anti- 
trust claim  must  be  denied.  See  also  Cowen  v.  New  York  Stock  Exchange,  371  F.2d  661 
(2d  Cir.  1967). 

■'  Securities  Exchange  Act  of  19.34,  Section  19  (d) . 
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C.  ATTORNEYS  FEES 

Eiicker's  and  Villani's  request  that  the  Liquidator  pay  the  attorney's  fees  in- 
curred in  their  defense  of  the  Exchange's  civil  action  is  denied.  Such  a  request 
is  directly  contrary  to  tlie  terms  of  the  liquidation  agreement,"  signed  by  nil 
the  plaintiffs,  pursuant  to  which  Orvis  was  liquidated.  It  provides  intci-  alia 
that  (a)  before  payment  is  made  on  any  claim  of  the  signatories,  the  Trustees 
of  the  Special  Trust  Fund  shall  be  repaid  for  amounts  expended  to  assist  the 
customers  of  Orvis;  (b)  the  Liquidator  to  whose  care  all  assets  of  Orvis  were 
transferred  shall  act  in  accordance  with  what  he  deems  to  be  good  business 
practices;  and  (c)  no  signatory  shall  have  any  right  of  recourse  against  the 
Exchange  or  the  Trustees.  Under  the  terms  of  the  agreement,  plaintiffs  are  estop- 
ped from  claiming  attorney's  fees  from  Orvis'  assets  until  either  the  Liquidator 
exercises  his  discretion  or  the  monies  have  been  repaid.  Since  he  is  a  sophisti- 
cated businessman,  we  cannot  accept  as  legally  sufficient  Villani's  explanation 
that  "I  do  not  remember  the  terms  of  that  document,  because  I  did  not  read 
it  l)efore  signing  it."  Villani  Aft'.  Par.  20. 

Without  intimating  any  view  as  to  the  viability  of  their  rights  to  use  these 
assets,  the  motion  is  denied  without  prejudice  to  such  rights  as  the  plaintiffs 
may  have,  if  any,  in  the  event  of  a  conclusion  of  the  litigation  favorable  to 
them.* 

To  recapitulate,  (1)  plaintiffs'  motions  to  enjoin  the  Exchange  from  conducting 
disciplinary  hearings  because  they  will  not  be  allowed  to  be  represented  by 
counsel  is  denied  as  moot;  (2)  plaintiffs'  motion  to  enjoin  the  Exchange  from 
holding  the  proposed  hearings  on  the  gi'ounds  that  the  tribunal  will  not  be 
impartial  is  denied;  (3)  plaintiff  Sloan's  request  for  an  order  allowing  him 
to  inspect  all  documents  relating  to  his  case  is  granted.  The  order  shall  like- 
wise apply  to  plaintiffs  Eucker  and  Villani,  and  is  granted  without  prejudice 
to  the  Exchange  to  move  in  this  court  for  a  modifying  order  in  the  nature  of 
a  protective  order;  (4)  plaintiffs  Eucker's  and  Villani's  requests  for  an  order 
enjoining  the  Exchange  from  failing  to  approve  their  application  to  take  mana- 
gerial positions  with  other  member  firms  and  for  an  order  enjoining  the  Ex- 
change from  failing  to  pei-mit  Orvis'  assets  to  be  used  to  pay  attorney's  fees 
are  denied.  Villani's  and  Eucker's  motion  to  add  William  Raguson,  Liquidator 
of  Oi-vis,  as  a  defendant  is  granted. 

The  foregoing  constitutes  the  court's  findings  of  fact  and  conclusions  of  law 
pursuant  to  Rule  65,  Fed.  R.  Civ.  P. 

Submit  order  on  notice. 

Dated  :  New  York,  N.Y.,  October  2nd,  1972. 

U.S.  District  Judge. 

]Mr.  Calvix.  Moving  on  just  briefly,  again  at  my  last  appearance 
before  this  Committee/ 1  made  reference  ito  tlie  fact  that  Mr.  Haack, 
former  president  of  the  Exchange,  and  I  had  suggested  to  the  House 
Committee  that  there  be  more  public  participation  in  the  rulemaking 
procedures  of  tlie  Exchange,  and  since  that  time  the  House  Committee 
has  endorsed  that  view  in  its  i'e])ort. 

Also,  our  new  Board  Chairman,  Mr.  Needham,  has  inaugurated  a 
practice  of  personally  briefing  representative?  of  the  news  media  im- 
mediately following  meetings  of  our  board  of  diiectors.  Such  a  briefing 
will  be  held  probably  this  afternoon  following  the  board  meeting 
today,  for  example.  At  the  same  time,  we  are  issuing  to  the  press  now 
releases  of  the  action  taken  by  the  board  at  the  meeting  that  same 
day.  Also,  in  view  of  the  great  public  orientation  of  this  Board,  their 


s  See  Exhibit  O  to  Nelson  Aff. 

»  On  September  1st.  1972,  Villani  anrl  Kucker  moved  pursuant  to  Rule  15(a),  Ferl.  R. 
Civ.  Pr.  to  amend  the  complaint  by  adding  William  J.  Kaguson,  Liquidator  of  Orvis. 
as  a  party  defendant  so  that,  should  plaintiffs  prevail  on  this  sector  of  the  motion,  the 
assets  of'Orvis  could  be  made  available  to  them  to  pay  attorney's  fees.  The  Exchange 
opposed  the  motion  on  the  ground  that  the  relief  requested  was  so  without  merit  that 
leave  to  amend  should  not  be  granted.  Since  leave  to  amend  should  ordinarily  freely  be 
given  under  Rule  15(a),  Fed.  R.  Civ.  Pr.,  and  since  the  Exchange  has  not  demonstrated 
that  it  will  be  prejudiced  in  any  way,  the  motion  is  granted. 
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o'ovious  interest  to  expand  public  participation  in  all  phases  of  the 
exchange  activity,  I  think  even  greater  strides  will  be  made  in  this 
area  in  the  future. 

Again,  I  v/ant  to  say,  as  I  have  said  before,  that  we  think  that  the 
continuing  relationship  between  self-regulatory  organizations,  the 
Congress  and  the  SEC  is  obviously  in  the  public  interest,  and  those 
things  that  can  be  done  to  strengthen  that  I'elationship  are  equally 
in  the  public  interest,  and  I  thank  you. 

(The  full  statement  of  Mr.  Calvin  may  be  fomid  at  p.  298.) 

Senator  Williams.  Thank  you  very  much,  Mr.  Calvin. 

Mr.  Thomas  Phelan,  of  the  Pacific  Coast  Exchange. 

STATEKEHT  OF  THOMAS  PHELAN,   PEESIDENT,  PACIFIC  COAST 
STOCK  EXCHAIT&E 

Mr.  Phelan.  Thank  you. 

On  behalf  of  the  Pacific  Coast  Stock  Exchange,  I  am  pleased  to  have 
this  opportunity  to  testify  before  your  Subcommittee.  Because  of  the 
relatively  short  notice  concerning  this  hearing,  I  was  not  able  to  ascer- 
tain the  views  of  the  Board  of  the  Pacific  Coast  Stock  Exchange  con- 
cerning the  issues  under  consideiation  here.  My  statements  today, 
therefore,  should  not  be  understood  as  necessarily  stating  the  views  of 
the  board  of  the  Pacific  Coast  Stock  Exchange,  but  I  believe  that  they 
would  support  them. 

My  association  with  a  self-regulatory  agency  in  the  securities  in- 
dustry dates  back  more  than  40  years  to  the  era  before  the  Exchange 
Act  when  self-regulation  was  the  only  form  of  regulation.  I  have  had 
an  opportunity  to  witness  the  development  of  self-regulation  and  the 
development  of  the  role  of  the  Securities  and  Exchange  Commission 
as  regulator  of  the  self-regulators.  In  general,  the  self-regulatory 
scheme  of  the  Exchange  Act  has  worked  quite  well.  The  United  States 
has  a  capital  market  second  to  none  in  the  world.  Public  confidence  in 
this  market,  and  public  participation,  is  much  greater  than  in  any  other 
major  country. 

Some  recent  events  have,  however,  suggested  deficiencies  in  this 
regulatory  scheme.  Important  developments  such  as  development  of  a 
central  market  system  and  development  of  a  national  system  of  securi- 
ties depositories  have  been  hampered  by  rivalries  between  self-regula- 
tory agencies.  In  some  areas  of  their  operations,  self-regulatory  agen- 
cies are  uncertain  of  their  ability  to  regulate  because  of  threats  of  anti- 
trust liability.  The  self- regulatory  agencies  have  played  a  vitally  im- 
portant role  in  the  American  system  of  securities  regulation.  If  they 
are  to  continue  playing  this  role  in  the  future,  however,  the  two  prob- 
lems mentioned  above  must  be  resolved.  Methods  will  have  to  be  de- 
veloped to  improve  cooperation  between  self -regulatory  agencies,  and 
the  antitrust  responsibilities  and  exposure  of  self -regulatory  agencies 
will  have  to  be  better  defined. 

Having  made  these  general  comments,  I  would  now  like  to  com- 
ment specifically  on  the  questions  proposed  by  the  Subcommittee. 

The  first  is  the  question  of  reallocating  authority  among  the  self- 
regulatory  asrencies.  Currently,  there  are  wide  areas  of  overlap  be- 
tween the' regulatory  authority  exercised  by  the  various  self -regulatory 
bodies.  In  practice,'however,  the  self-regulatory  bodies  have  achieved 
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a  large  measure  of  agreement  about  who  regulates  whom  and  who  regu- 
lates what.  Jurisdictional  disputes  still  arise,  but  they  generally  are 
i-esolved  without  serious  inefficiency  and  without  any  loss  in  regulatory 
eftectiveness. 

I  do  not  see  a  need  for  new  legislation  defining  the  jurisdiction  of  the 
self-regulatory  bodies.  Legislation  would  freeze  patterns  of  regulatory 
responsibility.  The  pi-esent  system  has  the  advantage  of  flexibility  in 
that  it  allows  a  self- regulatory  body,  such  as  the  Pacific  Coast  Stock 
Exchange,  to  leave  primary  regulatory  responsibility  over  a  member 
to  a  larger  exchange  to  which  such  fimi  belongs,  while  retaining  the 
])ower  to  assume  jurisdiction  if  this  is  necessaiy.  An  exchange,  or  other 
self-regulatory  body,  has  a  responsibility  to  protect  itself,  its  clearing 
corporation,  and  its  members,  from  losses  occasioned  by  the  economic 
instability,  or  improper  conduct,  of  a  member.  Unless  a  self-regulatory 
body  has"  jurisdiction  over  the  conduct  of  all  of  its  members,  it  cannot 
fulfill  this  responsibility. 

xVbout  the  question  about  the  composition  of  the  governing  boards  of 
self -regulatory  agencies,  the  governing  boards  of  self- regulatory  agen- 
cies should  be,  first  of  all,  representative  of  the  agency's  membership. 
The  board  should  not  be  dominated  by  any  particular  set  of  interests, 
such  as  the  floor.  It  is  for  this  reason  that  the  Pacific  Coast  Stock  Ex- 
change has  the  rule  that  two  of  the  three  governors  elected  each  year 
must  be  "office  members  or  office  allied  members  of  the  exchange." 

The  extent  to  which  the  governing  boards  of  self -regulatory  agen- 
cies should  be  representative  of  the  public  raises  a  much  more  difficult 
question.  And  the  answer  to  this  question  may  differ  if  we  are  talking 
about  the  board  of  a  primary  market,  such  as  the  New  York  Stock 
Exchange,  or  if  we  are  talking  about  the  board  of  a  regionally  oriented 
exchange,  such  as  the  Pacific  Coast  Stock  Exchange.  Since  the  New 
York  Stock  Exchange  has  greater  public  impact  than  the  Pacific  Coast 
Stock  Exchange,  the  arguments  for  public  representation  on  the  board 
of  the  New  York  Stock  Exchange  may  be  greater. 

On  a  broader  plane,  I  have  lingering  doubts  about  the  benefits  of 
public  representation,  at  least  as  it  has  been  conceived  to  date.  It  seems 
to  me  that  the  public  is  not  really  being  represented  on  a  board  unless  it 
has  chosen  its  representatives.  There  is  no  necessaiy  reason  why  the 
chairman  of  a  large  listed  company  is  any  more  representative  of  the 
public,  or  of  the  investing  public,  than  an  officer  of  a  member  firm  which 
does  a  large  retail  securities  business.  The  opposite  may  well  be  true.  An 
officer  of  a  member  firm  doing  a  retail  business  has  substantial  contact 
with  the  investing  public  and  substantial  reasons  to  be  sensitive  to  the 
needs  of  the  investing  public.  An  officer  of  a  member  firm  also  will  be 
knowledgeable  about  industry  problems.  Board  membere  from  out- 
side the  securities  industry  would  have  to  devote  substantial  time  and 
effort  to  educating  themselves  in  order  to  contribute  meaningfully  to 
board  decisions.  Public  representation  may  thus  be  merely  cosmetic, 
without  any  real  effect  on  the  responsiveness  of  such  boards  to  the 
public. 

Historically  in  this  country,  we  have  expected  members  of  the 
governing  boards  of  the  self -regulatory  agencies  to  be  men  who  are 
able  to  take  a  broad  view  of  industry  problems  and  who  are  sensitive 
to  ])rotecting  the  public  interest.  We  have  not,  however,  expected 
them  to  be  representative  of  the  public.  To  represent  the  public,  and  to 
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ultimately  protect  its  interests,  we  have  relied  upon  continuing  inputs 
from  Coiigress,  which  is  representative  in  a  real  sense,  and  upon  con- 
tinuing supervision  from  the  Securities  and  Exchange  Commission, 
which  is  required  to  be  responsive  to  the  public  interest  because  it  is 
i-esponsible  to  Congress.  All  the  recent  discussion  about  public  mem- 
bei'ships  on  the  boards  of  the  self-regulatory  agencies  has  not  yet  con- 
vinced me  that  there  is  anything  to  be  gained  by  departing  from  this 
historical  pattern. 

rROCEDURES  FOLLOVrED  BY  SELF-REGULATORY  AGENCIES  IN  ADOPTING  RULES 
AND    POLICIES 

Today,  as  we  are  moving  toward  a  central  market  system,  and  to- 
ward a  national  .system  of  securities  depositories,  actions  taken  by  one 
seif-regidatory  agency  increasingly  have  substantial  elTects  on  other 
self -regulatory  agencies.  For  this 'reason,  I  propose  that  whenever  a 
self-reo-ulatory  agency  files  a  rule  or  policy  change  with  the  Securities 
and  Exchange  Commission,  it  should  be  required  contemporaneously 
to  mail  the  proposed  change  to  all  other  self -regulatory  bodies.  Kules 
which  are  concerned  solely  \\'ith  internal  management  might  be  ex- 
empted from  this  requirement.  Such  a  provision,  which  should  be 
added  to  H.R.  15303,  would  give  other  self-regulatory  agencies  a 
chance  to  comment  on  the  projposed  changes  before  the  Commission 
allows  them  to  become  effective. 

Xow,  as  to  the  proposals  contained  in  H.R.  15303,  the  Securities 
and  Exchano-e  Commission  has  the  responsibility  for  protecting  the 
health  of  the  Nation's  securities  markets.  It  has  to  have  adequate 
statutory  authority  to  fulfill  this  responsibility.  H.R.  15303,  proposed 
by  the  Connnission,  would  give  the  Commission  additional  power 
which  it  believes  is  needed.  With  respect  to  exchanges,  the  Commis- 
sion would  gam  the  power  to  take  disciplinary'  action  against  a  member 
or  person  associated  with  a  member  if  such  person  violates  an  exchange 
rule.  The  Commission  would  also  be  given  the  power  to  review  the 
disciplinary  proceedings  of  exchanges.  Finally,  the  Commission's 
power  under  section  19(b)  of  the  Exchange  Act  would  be  expanded 
and  its  procedural  freedom  increased.  I  see  nothing  to  oppose  in  the 
first  two  proposals.  Discipline  often  involves  questions  affecting  the 
public  intei-est,  and  it  is  appropriate  that  the  Commission  receive 
greater  power  to  intervene  in  this  area. 

I  find  the  third  proposal,  involving  an  amendment  to  section  10(b), 
generally  acceptable,  but  I  have  reservations  about  the  procedural 
effects  of  this  amendment.  I  do  not  object  to  the  idea  that  the  Com- 
mission should  no  longer  be  limited;  in  its  substantive  power,  to  the 
items  enumerated  in  section  19(b),  plus  ''similar  matters."  I  do  see 
some  problems  with  exempting  the  Commission  from  formal  rule- 
making without  specifying  a  satisfactory  procedural  substitute. 

Under  section  19(b)  as  it  now  stands,  there  are  substantial  doubts 
about  the  Commission's  power  to  act  except  by  formal  proceedings  in 
which  evidence  is  submitted  orally,  testimony  is  subject  to  cross- 
examination,  and  the  decision  must  be  based  upon  a  record.  I  believe 
that  this  procedure  is  too  cumbersome  to  allow  the  Commission  to 
meet  its  broad  responsibilities.  The  language  proposed  in  H.R.  15303, 
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however,  ^yoiild  go  too  far  in  the  opposite  direction.  For  example,  the 
Commission  is  proposing  that  it  be  exempted  from  the  requirement 
that  when  a  hearing  is  hekl,  the  rule  cannot  be  finally  adopted  until 
the  hearing  is  completed.  An  opportunity  for  hearing,  afforded  after  a 
rule  has  been  adopted,  is  an  illusory  right.  This  provision  should  be 
modified  so  that  only  in  cases  of  emergency  could  the  Commission 
adopt  a  rule  before  completion  of  a  hearing.  In  such  cases,  the  Com- 
mission should  be  required  to  state  the  nature  of  the  emergency,  and 
the  reason  that  it  is  essential  for  action  to  be  taken  prior  to  a  hearing. 

I  believe  it  is  possible  to  devise  a  middle  course  which  does  not  ham- 
string the  Commission  as  formal  rulemaking  does,  but  which  gives 
interested  parties  sufficient  procedural  rights  to  insure  that  their 
views  are  considered  by  the  Commission. 

In  our  statement,  we  have  made  some  suggested  changes  in  this  re- 
irard.  With  these  modifications,  I  believe  the  Commission's  proposed 
amendment  to  section  19(b)  can  represent  a  substantial  improvement 
over  the  present  statute. 

I  have  enioyed  this  opportunity  to  appear  before  you  on  behalf  of 
tlie  Pacific  Coast  Stock  Exchange.  I  hope  that  my  remarks  will  assist 
the  Subcommittee  in  its  important  work.  Thank  you  very  much. 

(The  full  statement  of  Mr.  Phelan  may  be  found  at  p.  311). 

Senator  Williams.  They  certainly  will.  We  appreciate  your  bemg 
here  again,  Mr.  Phelan. 

Now,  finally,  for  our  formal  statements,  Mr.  Wetherill  from  Phila- 
delphia. 

STATEMENT   OF  ELKINS  V7ETHEEILL,   PRESIDENT,   PBW   STOCK 
EXCHANGE 

Mr.  Wetherill.  We  appreciate  the  opportunity  to  appear  here  at 
this  hearing  and  to  give  our  thoughts  on  the  important  questions  that 
were  raised  by  the  Chairman. 

As  to  the  first  question,  on  the  reallocation  of  authority  among  the 
various  self -regulatory  agencies,  the  PBW  Stock  Exchange  strongly 
favors  the  self-regulatory  process  as  promulgated  under  Federal  se- 
curities laATS.  Within  this  context,  the  PBW  feels  that  a  cooperative 
relationship  should  exist  between  the  various  regulatory  agencies  while 
for  the  future  we  favor  autonomy  within  the  system. 

This  cooperation  between  regulatory  agencies  presently  manifests 
itself  in  the  cooperative  enforcement  program  already  in  effect.  The 
program  itself,  while  very  effective,  also  fosters  a  sound  basis  for 
understanding  and  appreciation  of  the  many  problems  and  difficulties 
wliich  arise  in  the  regulatory  process  as  they  relate  to  the  respective 
regulatory  areas  of  the  participants.  The  PBW,  therefore,  feels  that 
greater  emphasis  should  be  placed  on  this  program  with  a  view  toward 
expanding  the  scope  of  the  program  now  in  effect. 

Greater  emphasis  and  expansion  of  the  cooperative  enforcement 
program  should  encourage  the  various  regulatory  agencies  to  strive  for 
specific  areas  of  agreement  as  to  the  activities  over  wliich  each  agency 
should  exercise  authority.  We  feel  the  areas  for  potential  agreement 
should  include  but  not  be  limited  to:  (a)  broker-dealer  inspections; 
(6)  broker-dealer  reporting;  (c)  sales  practices;  (d)  recordkeeping 
requirements  and  uniform  interpretive  policies. 
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Within  this  framework  the  Securities  and  Exchange  Commission 
would  continue  to  have  oversight  responsibilities  for  the  activities  of 
the  various  self -regulatory  agencies. 

The  second  question,  the  composition  and  manner  of  selection  of 
governing  bodies  of  the  self-regulatory  agencies,  we  believe  at  the  pres- 
ent time  each  of  the  self -regulatory  organizations  should  be  able  to 
determine  the  applicable  rules  ai)plying  to  the  composition  and  man- 
ner of  selecting  members  of  their  boards.  Present  supervision  by  the 
Commission  and  judicial  review  is  adequate  to  insure  due  process. 

It  is  quite  possible  the  boards  of  self -regulatory  bodies  will  need  to 
be  changed  in  response  to  the  changes  in  the  structure  of  the  Nation's 
securities  markets.  Market  structure  changes  will  probably  require 
representation  by  public  investors  and  companies  whose  securities  are 
traded  on  the  boards.  However,  because  of  the  complexity  of  problems 
to  be  considered,  we  believe  that  governing  boards  should  be  composed 
primarily  of  industry  members. 

The  governance  of  separate  marketmaking  centers  should  be  a  full- 
time  responsibility  for  at  least  some  of  the  key  persoimel  responsible 
for  da^^-to-day  operations.  Accordingly,  the  marketmaking  centers 
or  self-regulatory  agencies  should  have  adequate  professional  staffs 
which  en jov  a  degree  of  autonomy. 

The  PBW  does  not  believe  that  any  Congressional  or  Commission 
action  is  required  at  the  present  time  to  alter  the  structure  of  the  boards 
of  existing  self-regulatory  organizations.  We  do  not  believe  Govern- 
ment action  is  necessary  because  competitive  forces  should  create  eco- 
nomic pressures  to  make  the  boards  of  the  separate  markets  more 
responsive  to  the  needs  of  the  investing  public. 

Question  3,  procedures  of  self-regulatory  agencies  in  adopting  rules 
and  policies  and  conducting  disciplinary  proceedings. 

The  Exchange  Act  now  charges  such  agencies  as  being  affected  with 
a  public  interest,  vests  them  with  quasi-governmental  power,  and  sub- 
jects them  to  oversight  by  the  SEC  whrnh  may  grant  or  withhold  an 
exchange's  registration  in  accordance  with  statutory  standards  of  con- 
duct, referring  inter  alia,  to  enforcement  capability,  performance,  and 
fair  administration  of  exchanges.  SEC  rule  l7a-8  requires  advance 
notice  to  the  Commission  of  proposed  rule  changes  by  exchanges.  The 
present  law  appears  to  us  to  be  adequate  in  terms  of  residual  Federal 
power,  standards,  and  sanctions. 

Impro^'ement  in  procedures  should  be  concerned  with  professional- 
ism, objectivity,  staff  capability,  due  process,  and  possible  conflicts  with 
other  areas  of  the  law  such  as  antitrust. 

A  professional  approach  by  board  and  committee  members  and  by 
staff  should  be  encouraged  and  required.  In  the  long  run,  self-interest 
and  the  public  interest  interact  to  serve  each  other.  If  they  cannot  do  so, 
present  legislative  sanctions  can  be  invoked  in  favor  of  the  public.  Rule- 
making should  allow  for  adequate  notice  to  a  membership  with  varied 
spectrums  of  interest.  Using  such  procedure  initially,  the  other  guide- 
lines, objectivity  and  procedural  due  process,  can  be  more  readily 
achieved^  Present  reporting  requirements  under  the  Exchange  Act 
provide  adequate  notice  to  the  SEC 

The  procedure  in  and  conduct  of  disciplinary  proceedings  similarly 
require  due  process,  objectivity,  and  professionalism.  Appellate  reme- 
dies are  available  in  Federal  and  State  courts.  An  aggrieved  party  can 
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ROW  complain  to  the  SEC  for  failure  of  an  exchange  to  follow  its  rules 
or  fairly  administer  its  aiTairs. 

Attainment  of  all  of  the  f oi-e^oing  objectives  can  be  facilitated  by  the 
upgrading  of  the  competence  and  responsibilities  of  professional  staff 
personnel.  Formal  delegation  of  authority  by  governing  boards  be- 
comes part  of  tlie  rules  and  policies  of  an  exchange  for  which  there  is 
legal  responsibility  for  enforcement. 

Conflicts  between  the  statutory  scheme  of  self -regulation  and  the 
antitrust  laws  are  both  real  and  potential.  Self-regulatory  procedures 
conceptually  imply  certain  types  of  concerted  action  which  should  be 
protected. 

There  is  considerable  uncertainty  regarding  the  extent  of  implied 
antitrust  immunity,  which  has  evolved  to  date  through  judicial 
opinions,  for  actions  complying  with  self-regulatory  requirements.  We 
believe  that  Congress  should  act  to  balance  competing  interest — the 
need  for  self-regulatory  authority  within  appi-opriate  limits,  and  the 
need  for  reasonably  certain  guidelines  to  insulate  concerted  actions 
against  antitrust  liability  to  the  extent  that  the  public  interest  requires. 

Extremely  complex  issues  are  inherent  in  determining  the  precise 
extent  to  which  antitrust  imumnity  should  be  granted.  We  are  not  pre- 
pai'ed,  at  this  time,  to  propose  specific  legislation  for  this  purpose. 

Present  self -regulatory  procedures  have  worked.  They  can,  of  course, 
work  better.  Their  foundation  and  structure  are  worth  preserving  and 
encouraging.  Direct  governmental  participation  should  be  held  to  a 
minimum  to  encourage  decentralization,  flexibility  and  initiative.  Indi- 
cated improvement  should  first  be  sought  through  more  vigorous  en- 
forcement and  use  of  the  pi-esent  statutory  scheme  and  common  law 
guidelines. 

Apjoropriate  legal  and  operational  relationships  between  regulatory 
agencies  and  the  SEC. 

The  appropriate  legal  relationship  between  the  self-regulatory  au- 
thorities in  economic  areas  should  be  one  of  competition,  rather  than 
regulation.  The  PBW  has  attempted  to  provide  competition  between 
marketplaces  by  providing  membership  to  all  registered  broker-dealers 
who  meet  capital  and  competency  requirements;  providing  competi- 
tion between  specialists  and  third  marketmakers  on  our  floor;  and 
displaying  the  quotations  of  our  marketmakers  in  the  NASDAQ 
and  AuTex  systems. 

We  support  the  concept  of  a  central  market  system.  However,  we 
envision  the  central  market  consisting  of  legal  separation  of  market- 
making  centers  each  being  autonomously  regulated.  All  markets 
should  be  linked  electronically  and  thus  brought  into  competition, 
and  all  trades  reported  on  a  composite  tape. 

We  believe  there  are  no  legal  or  possible  operational  relationships 
which  required  each  center  to  have  uniform,  or  what  has  been  termed 
"equal  regulation."  Uniform  rules  are  unnecessary,  provided  that  cer- 
tain minimum  requirements  are  imposed  throughout  the  industry 
to  insure  an  appropriate  level  of  professional  competence. 

No  market  center  should  be  relieved  of  the  pressure  of  competition 
from  other  marketplaces,  especially  in  the  near  term  future  when  the 
entire  market  structure  can  be  expected  to  evolve  rapidly  in  response 
to  both  legal  and  technological  developments.  So  long  as  each  market- 
place meets  or  exceeds  minimum  standards,  the  freedom  of  each  to 
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tailor  its  own  rules  should  not  be  restricted  by  a  need  to  conform  to 
the  rules  of  any  other  marketplace. 

If  a  particular  practice  is  considered  to  be  unfair  competition,  that 
practice  should  be  dealt  Vv-ith  directly.  However,  whatever  justifica- 
tion there  may  be  to  eliminate  particular  unfair  competitive  practices, 
there  is  no  justification  whatsoever  for  eliminating  all  diversity  by 
imposing  a  uniform  set  of  rules  on  all  competitors. 

We  believe,  as  discussed  in  section  I  of  this  memorandum,  that 
the  operational  relationships  in  the  area  of  competitive  regulation 
and  supervision  of  members  should  be  expanded. 

Clearance  and  the  processing  of  securities  are  key  areas  for  the 
development  of  operational  relationships  between  regulatory  agencies. 
This  Subcommittee  has  considered  much  testimony  in  this  area  and 
has  recommended  certain  legislative  solutions.  We  have  submitted 
our  views  and  recommendations,  and  it  is  not  necessary  to  reiterate 
them  in  detail.  We  generally  support  steps  wdiich  will  create  oper- 
ational efficiencv  between  members  and  other  regulatory  agencies. 

This  Exchange  does  not  favor  the  adoption  of  H.R.  15303.  House  bill 
H.E.  15303,  in  part,  amends  section  19(b)  and  confers  upon  the  Com- 
mission new^  authority  with  regard  to  the  adoption,  amendment,  alter- 
ation, or  recission  of  "rules  of  self-regulatory  organizations.  The  pro- 
posed section  19  (b)  provides  the  Commission  with  the  broadest  of  pow- 
ers in  the  rulemaking  area  with  limited  recourse  by  an  exchange  to 
question  the  action  by'the  Commission.  One  must  immediately  question 
the  necessity  of  dramatically  increasing  the  powers  of  the  Commission. 
vSuch  an  increase  in  power  would  severely  limit  the  concept  of  self  or 
cooperative  regulation. 

This  bill  would  eliminate  the  valuable  contributions  made  by  exist- 
ing exchaiiires  in  the  area  of  regulation  and  innovation.  When  Con- 
ai^ss  was  considering  the  adoption  of  the  Securities  Exchange  Act  of 
V.KU  it  realized  that  the  concept  of  self-regulation  would  be  a  founda- 
tion of  the  act. 

H.R.  15303  conveys  upon  the  Commission  direct  power  and  control 
over  areas  which  Congress  in  the  first  instance  delegated  to  the  self- 
regulatoiy  bodies.  This  bill  would  strain  the  regulatory  and  adminis- 
trative responsibilities  of  the  Commission  and  there  is  great  danger 
of  the  whole  regulatory  structure  breaking  down  under  its  own  weight 
and  proving  ineffective. 

Increased  direct  Government  regulation  would  have  the  following 
adverse  effects :  p    i      o         -j.-  i 

1.  Pronounced  expansion  of  the  organization  of  the  Securities  and 
Exchange  Commission  in  terms  of  staff  and  multiplication  of  branch 

offices. 

2.  Large  increase  in  expenditure  of  public  funds. 

3.  And  the  danger  of  imposing  rigid  regulation  on  a  business  which 
would  limit  competition  and  stifle  growth. 

It  should  not  be  forgotten  that  although  initial  responsibility  m 
many  areas  is  left  with  the  exchanges,  the  Commission  is  vested  today 
witli^  powerful  oversight  powers  if  the  exchanges  do  not  meet  their 
charged  responsibilities.  „   ,     r.         •  •      -r^ 

In  addition,  H.R.  15303  amends  section  19(a)  of  the  Securities  Ex- 
change Act  by  adding  a  provision  providing  Commission  review  of 
disciplinary  actions  by  self -regulatory  organizations  against  their 
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members.  These  amendments,  as  do  the  amendments  to  19(b),  increase 
direct  governmental  regulation  with  the  inherent  adverse  effects  of 
expansion  of  the  Commission  organization;  increased  expenditure  of 
pul^lic  funds ;  and  restrict  competition  by  imposing  rigid  regiilation. 

The  PBW  certainly  does  not  oppose  Commission  review  of  discipli- 
nary action  taken  by  the  Exchange  against  a  member,  or  person  asso- 
ciated with  a  member.  However,  the  Exchange  is  troubled  that  the 
amendments  to  section  19(a)  may  be  interpreted  as  creating  an  affirm- 
ative duty  by  the  Commission  to  review  all  disciplinary  actions  by  the 
Exchange.  Such  an  interpretation  would  create  overwhelming  ad- 
ministrative problems  for  the  Commission. 

Finally,  the  PBW  believes  that  due  process  and  fair  dealing  are  ]^vo- 
vided  in  disciplinary  actions  by  the  Securities  Exchange  Act  of  1934, 
the  PBW  constitution  and  iniles,  and  by  judicial  review. 

Thank  you,  Mr.  Chairman. 

(The  fiill  statement  of  Mr.  Wetherill  may  be  found  at  p.  319.) 

Senator  Wiluaims.  Thank  you  very  much,  Mr.  Wetherill. 

Let's  start,  I  do  not  know  how  long  we  can  continue  and  I  do  not 
know  how  long  you  gentlemen  can  stay,  but  first,  I  gather  there  is  a 
general  feeling  that  any  meaningful  change — an  approach  to  any  basic 
new  regidatory  structure — really  should  wait  on  the  new  market- 
place. We  call  it  the  central  market  system.  What  did  vou  call  it.  Mr. 
Calvin? 

]Mr.  Calwn.  Central  exchange  system. 

Senator  Williams.  What  is  the  difference  ? 

]Mr.  Calvix.  Well,  the  difference  is  that  we  feel,  and  our  Board  took 
a  policy  position  on  this  at  its  special  meeting  a  week  or  so  ago,  that 
the  auction  market  system,  which  is  the  base  of  our  securities  industry 
in  this  country,  should  be  continued  and  any  new  system  v^diich  is 
developed  and  evolved  should  be  a  central  exchange  system,  where 
essentially  trading  takes  place  in  an  auction  method  as  opposed  to  a 
dealer  system  of  the  type  which  is  the  most  commonplace  in  the  over- 
the-counter  markets. 

I  would  be  willing  to  submit  the  paper  on  the  position  the  board 
took  on  the  matter  for  the  record.  It  might  be  helpful  at  this  point.  I 
do  not  have  a  copy  with  me. 

(The  following  material  was  subsequently  submitted  for  the 
record:) 

New  York  Stock  Exchange,  Inc., 

Neiv  York,  N.Y.,  September  25, 1972. 
Hon.  William  J.  Casey, 

Chairman,  Securities  and  Exchafige  Commission, 
Washington,  B.C. 

Dear  Chairman  Casey  :  The  Board  of  Directors  of  the  New  York  Stock  Ex- 
change is  very  much  aware  of  its  public  responsibility  in  providing  disclosure  not 
only  of  last  sale  information  but  of  bid-asked  quotations  in  NYSE-listed  securi- 
ties. It,  therefore,  seeks  to  take  a  constructive  step  in  endorsing  tlie  concept  of  a 
competing  quotation  system,  but  one  which  is  centered  in  exchange  markets. 

The  enclosed  memorandum,  describes  a  specific  proposal  which  would  be  the 
first  step  in  moving  toward  such  a  system.  The  Board  specifically  recommends 
that  the  SEC  require  all  exchanges  to  furnish  each  other  with  bid-asked  quota- 
tions on  a  reciprocal  basis.  As  you  know,  our  present  policy  limits  the  distribution 
of  bids  and  oifers  to  NYSE  members.  We  are  persuaded,  however,  of  the  desir- 
ability of  modifying  this  policy.  We  would  expect  regional  exchanges  to  recipro- 
cate by  making  their  quotes  available  to  our  Floor.  It  would  be  our  intention  to 
install  appropriate  visual  displays  at  each  post  showing  quotations  for  each 
listed  security  in  all  exchange  markets. 
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For  rensons  developed  in  the  enclosed  memorandum,  it  is  essential  to  the  con- 
cept here  proposed  that  all  transactions  in  listed  securities  would  be  handled 
through  over-the-counter  dealers.  We  are  concerned  that  any  system  of  competing 
quotations  which  includes  non-exchange  market  makers  would  lead  to  the  crea- 
tion of  a  dealer  market  and  would  move  the  industry  in  a  direction  opposite  to 
a  central  auction  system. 

An  auction  market  system  holds  many  advantages  for  the  public,  particularly 
the  preservation  of  a  "crowd"'  where  buyers  and  sellers  can  negotiate  their  trades. 
In  such  an  auction  exchange  system,  market  makers  need  intervene  only  at  times 
when  there  is  a  significant  imbalance  between  the  supply  and  demand  for  stocks. 
This,  of  course,  is  quite  different  from  a  dealer  market  which,  we  believe,  would 
weaken  and  perhaps  destroy  the  securities  exchanges  which  have  served  our 
economy  so  well. 

The  enclosed  memorandum  also  points  out  that  our  proposal  would  preserve 
the  competitive  vitality  of  regional  exchanges  whose  strength  might  be  sapped 
as  the  cut-off  point  for  negotiated  commissions  is  lowered,  and  as  uniform  rules 
lor  institutional  membership  are  adopted. 

We  hope  that  the  Commission  will  approve  the  basic  concept  here  being  pro- 
posed. It  would  provide  for  increased  competition  and  the  preservation  of  an 
auction  market  system  which  should  be  the  hub  of  any  future  new  central  ex- 
change market. 

Very  truly  yours, 

John  J.  Mulcahy,  Jr. 

New  York  Stock  Exchange,  Inc., 

tSeptemher  25,  1972. 
Memorandum 
To  :  Board  of  Directors. 
From  :  William  C.  Freund. 
Subject :  Proposal  on  competing  quotations. 

Among  the  critical  issues  that  will  shape  the  future  structure  of  the  securities 
industry  is  the  proposal  for  a  system  to  disseminate  competing  bid-asked  quo- 
tations in  NYSB-listed  securities. 

In  February  of  this  year,  the  Securities  and  Exchange  Commission  issued  a 
statement  of  policy  favoring  public  disclosure  of  prices,  volume  and  quotations 
for  all  securities  in  all  markets.  In  March,  the  SEC  gave  notice  of  proposed  rules 
to  implement  that  policy.^  Subsequently,  the  SEC  appointed  an  Advisory  Commit- 
tee to  make  recommendations  regarding  the  dissemination  of  last  sale  and  bid- 
asked  quotations  in  listed  securities.^  Recommendations  along  these  lines  have 
also  been  made  by  witnesses  before  the  House  Sub-Committee  on  Commerce  and 
Finance  and  the  Senate  Sub-Committee  on  Securities. 

In  May  of  this  year,  the  Exchange  presented  to  the  SEC  a  new  plan  to  accom- 
plish complete  disclosure  of  last  sale  prices  for  all  trades  in  listed  stocks  in  all 
markets.  This  information  would  be  made  available  on  stock  tickers  and  recall 
devices  on  a  market-identified  basis  through  existing  vendors  of  market  infor- 
mation, using  the  facilities  of  the  Securities  Industry  Automation  Corporation 
(SIAC).  That  concrete  proposal  was  a  constructive  step  to  bring  fi.bout  the  reality 
of  a  central  market  system. 

It  is  now  up  to  this  Board  to  take  an  equally  constructive  step  toward  the 
development  of  a  system  of  competing  quotations.  It  is  recommended,  therefore, 
that  the  Board  endorse  the  concept  of  a  system  of  competing  quotations,  but  one 
which  is  centered  in  the  exchange  markets." 

The  first  step  in  moving  towards  such  a  system  would  be  for  this  Exchange 
to  recommend  that  the  SEC  require  all  exchanges  to  furnish  each  other  with 
bid-asked  quotations  on  a  reciprocal  basis.  Our  present  policy  limits  the  distribu- 
tion of  bids  and  offers  to  NYSE  members.  Modification  of  this  policy  should  be 
considered  as  a  step  toward  fuller  disclosure  of  essential  market  information. 


iThe  notice  of  the  proposed  rule  stated  explicitly  that  it  would  "require  every  regis- 
tered national  securities  association,  with  respect  to  over-the-counter  quotations  in 
securities  listed  or  traded  on  the  exchanges,  to  malie  available  to  vendors  quotations  of 
over-the-counter  martet  makers." 

2  So  far,  this  Committee  has  filed  its  recommendations  on  last  sale  data  only. 
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We  would  expect  the  regional  exchanges,  of  course,  to  reciprocate  by  making 
their  quotes  available  to  our  Floor.  It  would  be  our  intention  to  install  appro- 
priate visual  displays  at  each  post  showing  quotations  for  each  listed  security 
in  all  exchange  markets.  We  would  also  take  steps  to  assure  that  quotations 
are  completely  current.  Such  a  program  could  be  integrated  with  floor  auto- 
mation plans  presently  being  devised. 

It  is  essential  to  the  concept  here  proposed  that  all  transactions  in  listed 
securities  be  excluded  through  exchange  markets,  while  trading  in  unlisted 
securities  would  be  handled  through  over-the-counter  dealers.  The  reason  for 
this  stipulation  is  concern  that  any  system  of  competing  quotations  which  in- 
cludes thinl  market  makers  would  lead  to  the  demise  of  the  auction  market 
system  to  the  disadvantage  of  the  public. 

An  auction  market  is  a  system  where  l>uyers  and  sellers  meet  to  transact 
their  business.  Normally,  agents  of  buyers  and  sellers  negotiate  their  trades  in 
an  auction  market  "crowd."  Buy  and  sell  sides  are  brought  into  balance  through 
adjustments  in  price.  Most  of  the  time  buyers  and  sellers  are  able  to  trade  inside 
the  dealers'  quotations.  At  times,  there  will  be  significant  imbalances  between 
the  amount  of  stock  demanded  and  the  amount  supplied.  In  those  instances. 
and  then  only,  the  specialist  is  expected  to  step  in  as  a  dealer  to  maintain  an 
orderly  market. 

An  auction  market,  with  its  public  benefits  such  as  described  above,  is  unlikely 
to  survive  a  quotations  network  for  dealers  acting  as  principals  in  NYSE-listed 
stocks.  Such  a  network  would  eliminate  the  auction  market  at  least  on  one  side 
of  each  trade.  Member  firms  acting  as  agents  on  behalf  of  the  public  would 
deal  with  market  makers  directly  as  principals.  In  time,  larger  member  firms 
would  have  an  incentive  to  become  dealers  themselves  rather  than  to  route 
their  trades  via  an  auction  market.  Moreover,  institutions  could  deal  directly 
with  market  makers  as  principals,  just  as  they  do  now  w'lth  third  market  firms. 

Willi  thfse  developments,  many  members  and  member  firms  would  have  little 
incentive  to  execute  orders  on  exchanges.  They  could  operate  as  "upstairs" 
dealers  with  much  the  same  exposure  to  the  flow  of  orders.  The  reason  members 
have  conducted  their  activities  on  the  Floor  of  the  NYSE  has  been  the  opjwr- 
tunity  to  serve  the  flow  of  public  orders  as  agents  and  dealers.  These  orders 
have  provided  the  incentive  for  specialists  to  subject  themselves  to  our  rigorous 
requirements  relating  to  capital  and  market  making  and  the  Inducement  for 
specialists  to  maintain  orderly  markets  in  hundreds  of  less  active  stocks.  If, 
however,  specialists  can  expose  their  quotations  to  public  orders  by  becoming 
third  market  dealers,  and  if  they  can  then  pick  and  choose  their  stocks,  they 
will  no  longer  have  any  reason  to  continue  to  accept  special  NYSE  obligations 
and  to  conduct  their  activities  as  members  of  an  exchange. 

We  lielieve  that  the  substitution  of  a  dealer  market  system  for  the  present 
auction  exchanges  would  impact  adversely  on  the  investing  public.  It  is  against 
the  public  interest  to  risk  destroying  the  delicate  mechanism  which  now  exists 
for  interfacing  individual  and  institutional  orders  in  an  active  auction  market. 
We  ought  not  to  risk  the  destruction  of  a  mechanism  which  provides  best 
execution  through  traders  in  a  cx-owd. 

This  proposal  would  give  encouragement  to  the  maintenance  of  exchange 
markets  and  to  active  competition  among  them.  Indeed,  the  proposal  for  a  sys- 
tem of  competing  quotations  among  exchange  markets  would  strengthen  the 
regional  exchanges  and  their  ability  to  provide  effective  competition  in  mar- 
ket making.  As  the  break-point  for  the  negotiation  of  commission  rates  is  low- 
ered, and  as  common  rules  for  institutional  membership  are  adopted,  the  role 
of  regional  exchanges  may  well  lie  threatened.  This  proposal  could  preserve  their 
competitive  vitality.  Equally  important  are  the  benefits  to  the  public  interest 
which  would  fiow  from  a  stronger  agency  auction  market  system ;  ready  access 
to  competitive  quotations  on  ali  exchanges:  the  preservation  of  market  making 
obligations  at  times  of  supply-demand  imbalances :  the  maintenance  of  orderly 
and  continuous  markets ;  the  interfacing  of  individual  and  institutional  orders : 
and  retention  of  market  making  responsibilities  in  lesser  known  companies, 
thereby  facilitating  capital  formation  in  growth  areas  of  the  economy. 

The  strength  of  the  American  securities  markets  has  rested  on  its  auction 
characteristics  which  have  made  it  the  best  in  the  world.  As  a  matter  of  national 
policy,  emphasis  should  be  shifted  from  fostering  the  development  of  principal- 
dealer  markets  to  bolstering  the  unique  continuous  agency-auction  markets 
provided  by  the  exchange  system.  For  these  reasons,  the  Board  should  direct  the 
staff  to  move  toward  rapid  implementation,  with  appropriate  SEC  oversight,  of 
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a   system   for  inputting  and  disseminating  bid-asked  quotations  of  competing 
exchange  markets  in  all  listed  securities. 

Such  a  system  should,  of  course,  provide  for  appropriate  uniform  market 
rules  which  will  make  bid-asked  quotations  truly  comparable. 

William  C.  Freund. 

Senator  Williams.  Commissioner  Loomis,  could  you  comment  on 
this,  which  is  more  than  a  semantic  difference,  is  it  not  ? 

Mr.  Loomis.  Yes.  There  is  a  rather  fundamental  difference  inherent 
in  this.  The  Commission  has  not  taken  action  on  this  proposal  ^yhich 
has  been  submitted  to  it  by  the  New  York  Stock  Exchange.  We  feel 
that  it  would,  among  other  things,  be  premature  for  the  reason  you 
earlier  expressed  that  we  do  not  know  the  structure  of  the  market  that 
will  be  existing  in  tlie  future  yet. 

But  this  Exchange  proposal  does  appear  to  contemplate  that  listed 
securities  can  be  traded  only  on  exchanges.  I  believe  it  says  that. 

Mr.  Calvin.  That  is  correct. 

Mr.  Loomis.  And  that  would  mean  that  the  third  market  would  be 
abolished.  That  does  not  necessarily  mean  the  third  market-makers 
would  be  abolished.  They  could  go  join  an  exchange,  but  it  does  mean 
that  the  third  market,  as  such,  would  be  abolished;  and  I  think  that  is 
a  difficult  question. 

It  is  contrary  to  the  stated  position  of  the  Commission  both  in  its 
statement  of  the  future  sti'ucture  of  the  securities  markets  and  earlier 
in  its  transmittal  of  the  Institutional  Investor  report. 

Senator  Williams.  Now,  on  the  central  market  system,  there  are 
basically  three  institutions  that  have  a  responsibility  or  an  authority 
to  deal  with  the  new  system:  the  Securities  and  Exchange  Commis- 
sion, the  Congress,  and  the  self -regulatory  agencies. 

AMio  should  take  the  initiative  and  wlio  should  begin  the  descrip- 
tion of  the  new  market  system  ?  Mr.  Loomis,  do  you  want  to  start  off 
with  that  ? 

Mr.  LooMis.  Well,  I  do  not  have  any  clear  answer  to  that.  I  do  not 
think  it  is  possible  for  the  commission  or  for  the  Congress  at  this 
moment  to  lay  down  a  precise  structure  either  in  a  statute  and  we 
could  not  do  it  by  rule  anyhow — only  the  Congress  could  do  it — as  to 
exactly  how  the  central  market  system  should  operate.  We  think  that 
initiative  should  and  hopefully  will  come  in  this  area  from  the  in- 
dustry because  all  of  tlie  organizations  in  the  industry  favor  some 
kind  of  a  central  market  system,  and  as  they  develop  [/lans  and  pro- 
posals these  should  be  reviewed  by  initially  the  commission  and  by  the 
Congress. 

The  problem  of  developing  an  industry  position  is  the  one  I  alluded 
to  in  my  statement,  that  various  segments  of  the  industry  have  different 
interests.  But  the  industry  as  a  whole  can  present  ideas,  concepts,  op- 
erating procedures,  and  then  these  can  be  evaluated  and  the  Congress 
ultimately  will  make  the  decision. 

Senator  Williams.  You  say  they  can  present  them.  Who  are  they 
going  to  present  them  to  ?  To  you  ? 

Mv.  Loomis.  They  can  present  them  to  us.  I  would  hope  they  would. 

Senator  Williams.  Well,  is  this  going  to  be  in  response  to  a  call  ? 
It  is  not  just  going  to  happen. 

Mr.  LooMis.  Well,  we  have  tried  to  start  the  process  moving  by  set- 
ting up  an  advisory  committee  on  the  future  market  structure.  They 
have  not  as  yet  reported.  When  they  report  we  will  review  their  report. 
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I  would  expect  we  would  submit  to  the  various  industry  organizations, 
in  effect,  a  call  to  come  up  with  something. 

Senator  Williams.  This  advisory  group  now,  everybody  is  repre- 
sented on  the  advisory  group — everyone  here  ? 

Mr.  LooMis.  I  can  give  you  a  list  of  the  members  of  the  group  but  I 
do  not  have  it  with  me. 

Senator  Williams.  All  exchanges  and  the  NASD,  third  market  ? 

Mr.  LooMis.  They  were  not  established  as  representatives  of  partic- 
ular organizations.  It  vras  not  set  up  that  way.  We  just  wanted  a  group 
of  people  knowledgeable  in  the  functioning  of  the  industry,  and  in- 
dependent, to  give  us  advice.  I  can  provide  for  the  record  a  list  of 
the  members.  They  are  not  all  drawn  from  the  industry.  They  include 
certain  people  from  private  life  who  are  knowledgeable. 

(The  following  information  was  received  from  Mr.  Loomis:) 

Advisory  Committee  on  a  Central  Market  System 

Richard  B.  Walbert^  (312)  7S2-3900,  Halsey,  Stuart  &  Co.,  Inc.  (president),  123 

South  LaSalle  Street.  Chicago,  111.  60603. 
William  B.  Eppler  (214)  744-0511,  Eppler,  Guerin,  &  Turner,  Inc.  (EVP),  3900 

First  National  Bank  Building,  Dallas,  Tex.  75201. 
Walter  N.  Frank,  Sr.,  (212)  349-1080,  Walter  Frank  &  Co.  (partner),  120  Broad- 
way, New  York,  N.Y.  10005. 
Alan  Greenspan,    (212)   943-9.^15,  Townsend-Greenspan  &  Co.  Inc.   (president), 

One  New  York  Plaza,  New  York,  N.Y.  10004. 
Jerome  H.  Grossman,  (213)  624-3333,  Jefferies  &  Co.,  Inc.  (EVP),  445  South  Fig- 

ueroa,  Los  Angeles,  Calif.,  90017. 
Paul  R.  Judy   (312)   786-5000,  A.  F.  Becker  &  Co.,  Inc.   (president).  Two  First 

National  Plaza,  Chicago,  111.  60670. 
Jack  Na«h  (212)  825-4000,  Oppenheimer  &  Co.  (partner),  One  New  York  Plaza, 

New  York,  N.Y.  10004. 
Ralph  S.  Saul    (212)    DI  4-1.515.  The  First  Boston  Corp.    (vice  president),  20 

Exchange  Place,  New^  York,  N.Y.  10005. 
John  H.  Schwieger  (212)  437-2818.  Paine,  Webber,  Jackson  &  Curtis  Inc.  (vice 

president) ,  140  Broadway,  New  York,  N.Y.  10005. 

Senator  Williams.  You  know,  the  whole  thing  seems  murkier  after 
this  little  discussion  than  we  started.  You  can  see  that  Congress 
is  not  equipped  to  take  initiatives  here  in  depth  in  this. 

Mr.  Loo:mis.  I  must  say  I  agree  with  you  entirely.  As  I  said  in  my 
statement,  everybody  is  in  favor  of  a  central  market  system,  but  no 
one  knows  yet  w^hat  it  is  going  to  be.  I  think  we  will  have  to  try  to 
push  that  along  as  besit  we  can.  We  will  appreciate  and  need  the  sup- 
port of  the  Congress  and  the  initiative  of  the  industry. 

Mr.  Calvin.  Just  to  supplement  and  amplify  on  some  of  the  things 
Commissioner  Loomis  said,  the  real  origin  of  these  discussions,  the 
moving  force  behind  the  discussions  of  a  central  exchange  and  a  cen- 
tral securities  system  or  a  national  exchange  system,  in  recent  time 
at  least,  stem  from  Mr.  William  McChesney  Martin's  report. 

In  that  report  he  recommended  the  creation  of  a  national  exchange 
system.  Thnt  report  was  presented  to  the  Board  of  Governors  of  the 
New  York  Stock  Exchange  in  August  of  1971.  In  September  1971, 
the  then  Chairman  of  the  New  York  Stock  Exchange,  Mr.  Ealph  De- 
Nunzio,  called  a  meeting  of  the  exchanges  and  the  NASD  as  repre- 
sented at  this  table,  as  well  as  three  other  stock  exchanges  who  are 
not  represented  here  today. 
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As  a  result  of  that  meeting,  it  was  decided  to  try  and  develop  a  def- 
inition of  a  central  market  system  so  that  a  determination  could  be 
made  by  the  governing  boards  of  these  various  organizations  as  to 
whether  they  would  support  such  a  system  and  move  to  implement 
it.  Those  meetings  began,  as  I  say,  in  September  of  last  year. 

Following  the  initial  meeting,  a  working  connnittee  was  created, 
which  is  composed  of  the  organizations  I'epresented  at  this  table  today. 
That  group  first  met  in  September  of  last  year  and  held  their  most  re- 
cent meeting  a  month  ago,  that  is  to  say,  on  September  6. 

Those  discusssions  v,  ere  reported  to  the  Commission.  The  Chairman 
of  the  Commission,  in  fact,  was  present  and  participated  in  one  of  the 
most  recent  meetings  held  in  July.  The  discussions  initially  began  to 
focus  on  the  developing  of  a  definition  of  a  central  market  system.  The 
work  which  resulted  from  those  discussions  was  presented  to  the  SEC 
in  testimony  at  hearings  which  they  held  starting  last  October.  The 
American  Stock  Exchange  initially  presented  the  definition,  as  did 
those  of  us  who  appeared  on  behalf  of  the  New  York  Stock  Exchange 
in  October  of  last  year,  as  did  the  other  gentlemen  at  this  table  in  their 
appearances  at  those  hearings. 

Then,  in  November  of  last  year,  it  was  decided  that  these  discussions 
should  focus  on  the  creation  of  a  consolidated  tape.  Since  then  discus- 
sions relating  to  a  consolidated  tape  have  occupied  all  of  the  discus- 
sions from  last  November  up  until  September  6,  the  time  of  the  last 
meeting.  As  a  result  of  those  discussions,  there  developed  some  differ- 
ence of  opinion  as  to  how  a  consolidated  tape  might  be  implemented. 

Following  that,  the  Commission  became  involved  in  the  issue  by  re- 
leasing for  public  comment,  two  proposed  rules  dealing  with  these 
various  matters.  These  proposed  rules  were  issued  for  public  com- 
ment in  March  of  this  year.  These  rules,  rule  17(a)  15  and  17 (a)  14, 
were  circulated  for  public  comment  at  that  time. 

At  about  that  same  time,  the  Commission  also  named  three  advisory 
committees,  including  the  advisory  committee  on  the  central  market 
system  which  Mr.  Loomis  has  referred  to.  One  of  those  advisory  com- 
mittees dealt  specifically  with  the  consolidated  tape  and  it  issued  its 
first  report  on  July  17, 1  believe  it  was,  of  this  year. 

Following  the  issuance  of  that  report,  there  was  a  meeting  of  this 
working  group — the  exchanges  represented  here  and  the  NxlSD — 
and  the  Commission  sujjsequently  recirculated  for  public  coimnent  its 
revised  proposed  rule  17(a)  15. 

I  think  all  of  us  within  recent  days  have  submitted  our  comments. 
The  New  York  Stock  Exchange,  for  example,  submitted  a  com- 
ment, a  simple  comment,  to  the  effect  that  we  support  both  the  objec- 
tives of  the  Commission's  rule  in  this  area  and  also  support  the  specifics 
of  the  proposal.  In  other  words,  we  are  almost  in  total  support  of  the 
Commission's  proposal  which  has  evolved  as  a  result  of  these  events 
which  I  have  described  very  briefly. 

We  on  the  working  committee  have  been  most  recently  discussing 
the  creation  of  an  association  which  would  dovetail  with  the  imple- 
mentation of  the  Commission's  Rule  I7a-15,  should  the  Commission 
adopt  it.  As  a  matter  of  fact,  we  have  recently  been  in  communication 
with  one  another  on  creating  such  an  organization  that  would  be  the 
moving  force  behind  a  consolidated  tape  in  the  industry.  I  would  ex- 
pect that  this  working  group  would  continue  to  be  a  moving  force 


232 

toward  the  creation  of  a  central  exchange  system,  central  market  sys- 
tem, what-have-yoii,  in  the  coming  months,  as  well  as  over  a  longer 
period  of  time. 

I  think  we  all  want  to  have  the  initiative  and  I  think  I  speak  for  all 
of  us  here.  That  is  to  say,  we,  the  industry,  want  to  have  the  initiative 
in  this  area.  I  think  we  are  willing  to  assume  that  responsibility.  I 
think  we  have  assumed  it.  We  want  to  work  very  closely  with  the  Com- 
mission in  connection  with  exercising  that  initiative.  I  think  we  have 
done  so.  I  think  we  also  want  to  work  closely  with  the  Congress  in 
exercising  that  initiative  and  we  have  done  so,  especially  in  the  hear- 
ings that  were  held  earlier  this  year  before  the  House  Subcommittee 
on  Commerce  and  Finance. 

In  the  House  Committee  on  Commerce  and  Finance  report,  which 
was  issued  publicly  last  August,  they,  in  a  way,  embraced  much  of  the 
work  which  this  group  had  done.  In  my  own  view,  the  definition  whicli 
is  being  talked  about  of  the  central  market  system  is  a  definition  tliat 
these  gentlemen  on  this  working  committee  developed  beginning  in 
these  discussions  last  fall.  This  is  the  type  of  initiative  which  I  think 
will  continue.  I  think  it  is  the  proper  way  to  proceed  in  that  we  have 
the  expertise.  We  also  have  all  types  of  interest  in  having  such  a  system 
created.  We  can  get  inputs  not  only  from  our  qsvn  boards  but  from 
other  people  in  the  industry  and  outside  the  industry  who  are  vitally 
interested  in  these  issues. 

I  agree  with  what  the  Chair  said,  if  I  understood  him  correctly, 
that  this  is  really  not  an  area  vv^here  the  Congress  should  be  expected 
to  exercise  its  initiative  unless,  I  would  add  to  that,  the  industry  and 
the  SEC  fail  to  do  so.  I  see  no  such  failing  here  and  I  do  not  expect 
there  will  be, 

]Mr.  LooMis.  I  should  have  mentioned — and  I  was  planning  to  do 
so — that  a  great  deal  of  progress  has  been  made,  as  Mr.  Calvin  has 
outlined,  on  this  question  of  the  consolidated  tape  w^hich,  of  course,  is 
one  of  the  cornei'stones  of  the  central  r.iarket  system. 

Senator  Williams.  Well,  given  present  developments,  let  me  ask 
one  or  two  specifics.  As  you  see  it  now,  what  is  tlie  role  and  what  are 
the  prospects  for  the  regional  exchanges  in  this  central  market  system 
as  you  now  see  it  in  the  early  stages  ?  And  Avhere  does  the  third  market 
fit  into  this  ^  Does  anybody  want  to  offer  a  comment  on  that  ? 

]\Ir.  ToBiN.  Speaking  for  one  I'egional  exchange,  we  are  looking  for 
a  much  freer  field  of  competition  than  has  obtained  in  the  past  to  result 
from  what  Ave  see  developing  in  the  central  market  system.  I  think  that 
competition  is  going  to  be  beneficial  all  around  and  I  guess  it  is  ob- 
vious, since  I  endorse  that  kind  of  com])etition,  that  I  expect  to  see 
at  least  one  regional  exchange  fare  well  under  the  national  market 
system. 

Senator  Williams.  Well,  it  would  seem  to  me  that  that  should  fol- 
low with  the  copolidated  ta])e.  Now,  that's  lTa-1.5?  Is  that  the  Rule? 

Mr.  ToBix.  I  think,  Mr.  Chairman,  the  consolidated  tape  is  the  first 
and  very  important,  vital,  if  you  will,  step ;  but  there  are  other  steps 
Avhich  have  to  be  taken  to  achieve  the  kind  of  competition  I  am 
thinking  of. 

Senator  Williams.  From  my  information,  lTa-15  deals  with  quota- 
tions ;  and  just  how  does  that  fit  the  picture  here  in  terms  of  Mr.  Tobin's 
observations  on  a  more  competitive  marketplace  out  of  these  d(n-elop- 
ments  that  are  underway  ? 
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Mr.  LooMis.  Well,  the  proposed  Rule  17a-15  deals  with  the  dissemi- 
nation of  quotations.  The  advisory  connnittce  has  not  reported  on  that 
as  yet.  I  <>ather  there  are  some  dilierences  of  o]nnion  with  resi)ect  to  it, 
but  the  basic  outlines  will  I  think  come  clear.  Deliberately  this  was  de- 
ferred to  a  degree  until  more  work  was  done  on  the  consolidated  tape, 
and  the  consolidated  dissemination  of  quotes  is  the  next  step. 

Mr.  Calvin.  May  I,  just  on  behalf  of  the  New  York  Stock  Exchange, 
lend  our  support  to  the  comments  which  Mr.  Tobin  made.  I  think  the 
great  benefit  which  will  acciaie  as  a  result  of  the  creation  of  a  central 
exchange  system  will  be  greater  competition  between  the  existing 
marketplaces.  If  the  regional  exchanges  continue  to  compete  as  they 
haA^e  in  the  past,  they  should  have  greater  success  in  the  future  than 
they  have  had  in  the  past. 

What  has  been  happening  here,  Mr.  Chairman,  as  I  said,  is  this 
working  group  began  addi-essing  the  question  of  the  consolidated  tape, 
feeling  that  this  was  the  first  priority.  My  ow^n  view  is  that  that  issue, 
from  a  policy  standpoint,  is  almost  behind  us  in  that  the  Commission 
has  now"  proposed  a  rule  which  I  personally  expect  they  will  adopt 
shortly.  That's  my  own  personal  view.  The  comments  which  have  been 
submitted  by  the  New  York  Stock  Exchange,  as  well  of  the  organiza- 
tions hero — at  least  the  ones  I  have  read — support  the  proposed  rule. 
There  are  some  reservations  in  some  cases — not  on  the  part  of  the  New 
York  Stock  Exchange,  but  there  are  some  reservations,  but  I  would 
categorize  those  as  minor. 

The  next  step,  then,  is  to  develop  a  system  of  competing  quotations. 
It  was  in  this  connection  that  the  New  York  Stock  Exchange  issued 
the  proposal  which  it  did  on  September  25.  Our  board  proposed  at  that 
time  to  the  Commission  that  there  be  created  a  system  of  competing 
quotations.  That  is  to  say  that  the  quotations  from  the  New  York 
Stock  Exchange  be  made  available  to  all  regional  exchanges  and  that 
they  do  the  same. 

The  key  element  in  this,  in  our  view — and  w^e  feel  very  strongly  about 
this — is  that  what  is  necessary  to  be  pi-eserved  under  any  central  ex- 
change system  is  the  auction  market  system  which  we  have  today.  That 
is  to  say  where  public  bids  and  offers  can  be  brought  together  in  a 
crowd  of  brokers  and  a  true  auction  take  place,  where  one  or  more 
dealers  dealing  for  their  account  do  not  dominate  the  market  or,  in 
fact,  constitute  the  market.  This  is  the  reason  why  we  think  trading  in 
this  new  system  should  take  place  on  an  exchange.  I  think  once  one 
considers  the  logic  of  that  you  would  have  to  agree  with  it.  The  whole 
exercise  here  is  to  create  a  system,  because  what  has  happened  in  recent 
years  is  that  trading  has  moved  away  from  the  organized  exchanges 
and  is  taking  place  in  a  more  private  way  in  some  areas.  This  is  what 
some  people  call  fragmentation  of  the  markets.  If  there  is  any  merit  to 
creating  a  system,  it  is  to  eliminate  that  type  of  activitj^  and  so,  ulti- 
mately, it  will  be  necessary  that  it  be  mandated,  that  all  trading  in  se- 
curities in  the  system  take  place  in  the  system.  If  that  does  not  happen, 
then  there  will  be  trading  outside  the  S3'stem  and  the  whole  exercise 
then  will  have  been  for  naught,  at  least  in  my  opinion.  We  want  to 
preserve^-and  I  think  it  is  clearly  in  the  public  interest  to  do  so — to 
preserve  the  auction  nature  of  our  markets  and  not  move  to  dealer 
markets,  particularlj^  in  those  securities  which  are  currently  traded  on 
the  exchanges. 
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Senator  Williams.  This  is  saying— accepting  broadly  now  the  con- 
solidated tape  and  the  proposal  on  quotations — really,  there  is  no  place 
Avithin  the  picture  of  the  central  market  system,  as  you  are  describing 
it,  for  that  other  element  that  is  now  in  existence,  the  third  market? 

Mr.  Cx\LA^N.  Yes  and  no  to  that.  In  other  words,  the  third  market 
or  whatever  one  calls  it— all  trading  in  listed  securities  should  take 
place  in  the  system  is  what  we  are  saying,  and  that  system  should  be 
an  auction  market  system  like  one  has  today  on  the  exchanges.  Many 
of  the  third  market  firms  are,  in  fact,  members  of  an  exchange  and  do 
some  of  their  dealings  on  an  exchange.  If  you  create  a  system  where 
some  dealings  take  place  in  the  system  which  is  the  exchange  system, 
and  some  outside  it,  then,  I  personally  question  the  value  of  creating 
the  system.  The  value  of  creating  the  system  is  as  it  implies,  to  have  a 
central  system,  one  system. 

We  are  not  suggesting,  and  no  one  has  suggested  at  this  table  at 
least — some  people  have  outside — that  the  existing  exchanges  be  done 
away  with  and  something  new  be  substituted  in  their  place.  We  are 
not  suggesting  that. 

Senator  WillIx\ms.  Anything  else  to  be  offered  on  this  ? 

Mr.  KoLTON.  I  just  wanted  to  add  one  thing  to  the  point  Mr.  Calvin 
made  ar.d  another  way  of  getting  to  your  question.  I  think  it  helps  if 
you  start  with  a  definition  of  what  a  central  market  system  or  a  central 
exchange  system  is  designed  to  do.  If  one  of  the  main  things  that  that 
system  is  designed  to  do  is  to  protect  public  orders  within  the  system 
to  make  sure  those  orders  are  routed  to  the  best  market  and  assured  an 
execution  in  the  best  market,  then  questions  about  the  third,  market 
and  where  they  fit  fall  by  the  waj^side. 

We  have  assumed  that  the  public  order  that  enters  the  system — that 
is,  captured  electronically — that  is  switched  to  the  best  market,  that 
is  assured  of  the  best  execution,  is  going  to  be  executed  within  the 
framework  of  an  auction  market  system.  By  that  definition,  if  that  is 
an  acceptable  definition,  we  would  see  the  third  marketmaker  involved 
in  the  system  with  a  concomitant  sense  or  set  of  responsibility. 

]\Ir.  Macklin.  As  we  said  earlier  and  I  think  we  all  agreed  to  this, 
the  outline  and  shape  and  form  of  the  market  system  of  tomorrow  is 
still  very  hazy,  and  I  think  that  economics  and  evolution  will  lead  us 
toward  that  system  and  give  us  a  clearer  look  at  it  as  time  goes  by.  I 
think  that  steps  like  full  disclosure  of  all  transactions  on  a  common 
tape  are  a  big  step  forward. 

We  believe  that  putting  all  competing  quotations  in  one  system  is 
another  step  forward  and,  of  course,  obviously,  we  do  not  share  the 
view  that  a  quotation  has  to  come  from  a  specific  exchange  location  to 
be  competitive  or  meaningful.  We  think,  truly,  all  quotations  should 
be  allowed  to  compete  against  each  other. 

As  to  the  current  posture  of  the  third  market,  they  are  here  and  alive 
and  well,  and  performing  a  function,  that  is  providing  liquidity  par- 
ticularly for  institutional  investors,  and  we  have  been  working  with 
the  third  market  people  to  help  them  step  along  toward  the  central 
market  system  or  the  market  system  of  tomorrow  in  two  ways.  We 
have  a  committee  of  leading  third  market  dealers  that  are  working  on 
the  problem  of  disclosure  of  transactions  and  quotations  for  all  third 
marketmakers,  and  rules  of  trading  for  all  third  marketmakers  to 
live  wdth. 
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I  do  not  bolieve  that  tlie  third  market  will  be  eliminated  by  Govern- 
ment fiat.  The  immediate  future,  I  believe,  will  require  more  disclosure 
for  the  tliird  market  and  more  rules — ^rules  that  are  related  to  public 
interest  and  the  manipulative  rules  and  marketmaking  responsibility 
type  of  rules  rather  than  access  of  membership  kind  of  rules.  Those  are 
in  the  immediate  future. 

For  the  long-term  future,  I  think  it  is  hard  to  define  where  the  third 
market  maker  or  tliat  dealer  that  is  now  a  third  market  maker  fits  into 
the  central  market  system  imtil  you  also  define  just  what  are  the  roles 
and  privileges  and  right  of  the  specialists  and  other  people  that  are 
currently  making  markets.  When  you  clearly  see  those,  you  can  clearly 
see  the  others. 

But,  in  the  meantime,  we  will  work  toward  a  central  market  system 
by  doing  those  things  that  we  clearly  see  to  be  in  the  public  interest, 
forced  disclosure,  and  build  a  set  of  rules  that  are  meaningful. 

Senator  Williams.  Thank  you.  We  are  going  to  leave  this  point 
unless  anybody  else  has  something. 

Mr.  LooMis.  I  would  just  like  to  say  one  thing.  I  agree  with  Mr. 
Calvin  that  there  should  not  be  markets  wdiich  are  outside  the  system. 
You  have  the  problem  which  Mr.  Macklin  has  alluded  to  as  to  what  is 
inside  the  syptem  or  what  is  not. 

Senator  Williams.  We  have  developed  many  questions.  A  lot  of 
them  have  been  answered  directly  and  in  response  to  this  discussion. 
There  is  one  area  that  has  received  quite  a  bit  of  attention  lately,  and 
that  is  who  is  to  be  in  a  regulatory  posture  with  respect  to  new  issues 
that  are  described  as  "hot"  issues.  That  has  come  to  the  top.  There  is 
public  interest,  if  the  press  is  a  barometer  of  that.  I  gather  this  is  a 
NYSE/NASD  question  at  this  point. 

Mr.  Calvin.  I  will  begin  and  then  ask  Mr.  Macklin  to  supplement, 
becau-^e  there  is  no  difference  in  opinion  between  the  NYSE  and  the 
NASD  on  this  point,  press  repoi-ts  to  the  contrary,  Mr.  Chairman. 

Senator  Williams.  That  happens. 

Mr.  Calvin.  And  that  turns  on  the  first  exhibit  which  I  handed  up 
earlier.  That  is  to  say  this  press  release  of  October  3,  in  which  our 
Chairman,  Mr.  Needham,  announced  appointment  of  a  committee  to 
consider  whether  the  Exchange  should  have  guidelines  for  its  mem- 
bership regarding  the  sale  of  new  issues  of  securities. 

Now,  that  action,  as  explained  in  this  release  which  I  hope  will  be 
a  part  of  this  record,  arose  as  a  residt  of  the  Commission's  having 
issued  a  report  in  early  August  dealing  with  '"hot"  issues — "hot"  new 
issues  of  securities.  In  that  report,  as  I  recall,  the  recommendation  was 
made  that  the  NASD  and  the  exchanges — and  I  remember  specifically 
the  New  York  Stock  Exchange  was  mentioned — adopt  standards  for 
its  members  dealing  with  the  suitability  of  sale  of  new  issues  to  their 
customers. 

Following  the  release  of  that  report,  the  Chairman  of  the  New  York 
Stock  Exchange  received  a  letter  from  the  Chairman  of  the  SEC — this 
would  have  been  in  August  of  this  year — pointing  to  that  recommenda- 
tion and  asking  that  the  Exchange  respond  to  that  recommendation  by 
September  15.  The  requested  response  was  for  our  reaction  to  this  pro- 
posal that  we  consider  adopting  rules  with  respect  to  the  suitability  of 
sale  in  the  new  issue  area. 
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In  response  to  the  Commission's  request,  we  discussed  this  matter 
with  our  Board  on  September  7.  The  recommendation  was  made  to  the 
members  of  the  Board  that  they  authorize  the  Chairman  to  appoint  a 
committee  to  review  this  area.  The  committee  was  named  and  ap- 
pointed earlier  this  week.  .■       ^.-^ 

Now,  this  committee  is  going  to  determine  what,  if  any,  action  tlie 
New  York  Stock  Exchange  should  take  in  this  area.  There  is  absolutely 
ro  question  that  if  there  are  recommendations  which  would,  in  any 
way,  impact  on  current  NASD  activity,  they  will  be  discussed  and  ex- 
plored with  the  NASD  prior  to  any  implementation  of  these  recom- 
mendations. This  committee  has  not  met  so  I  do  not  know  if  there  will 
be  recommendations  alone:  these  lines,  but,  in  effect,  we  are  responding 
to  a  request  of  the  SEC.^We  are  not  moving  in  this  area  of  our  own 
initiative. 

Senator  Williams.  Who  wants  to  answer  the  question :  What  makes 
an  issue  "hot"  and  what  are  the  problems  here  in  "hot"  issues  ?  ^   _ 

Mr.  Mackltn.  Well.  I  think  by  definition,  an  issue  that  is  "hot '  is 
one  tiiat  has  an  immediate  rise  iii  price  after  it  comes  to  the  market. 
One  of  the  problems  with  "hot"  new  issues  is  that  if  there  is  an  imme- 
diate rise  in  price,  it  probably  is  apparent  before  the  issue  comes  out 
because  the  potential  demand  exceeds  the  supply ;  and  when  you  have 
a  commodity  that  is  selling  at  $10  today  that  will  probably  sell  at  $20 
tomorrow,  the  mere  granting  of  some  of  that  stock  to  another  person 
is  the  equivalent  of  allocating  money.  One  of  the  problems  relates  to 
free  riding.  Who  gets  these  allotments  when  a  stock  is  "hot"  ? 

I  think  the  new  issue  distribution  problem  has  been  misnamed  the 
"hot"  issue  problem  just  because  there  were  so  many  issues  of  that  tvpe 
that  came  out  a  few  years  ago,  but  the  new  issue  problem,  much  of  it, 
centers  on  what  you  might  call  "cold"  issues  because  a  year  or  two 
after  they  come  to  market  the  companies  are  not  doing  well.  The 
problems"  that  we  are  focusing  on  are  first  and  foremost  the  under- 
writers' exercise  due  diligence  before  he  agrees  to  commit  his  firm  to 
do  a  particular  underwriting.  Second,  in  the  distribution  process,  the 
salesman's  efforts  to  see  that— particularly  in  the  new  and  unseasonea 
stocks— to  see  that  they  are  distributed  to  people  who  can  afford  that 
type  of  risk.  A  third  problem  the  Commission  has  raised  relates  to 
the  question  of  what  is  truly  a  bona  fide  offering  versus  one  that  might 
have  a  restricted  supply  or  other  features  that  would  cause  an  irregu- 
lar market. 

So  the  "hot"  issue  problem  is  poorly  named  to  the  extent  that  it 
relates  to  the  distribution  of  new  issues. 

Mr.  LooMis.  I  would  agree  with  much  that  has  been  said  by  both  Mr. 
Macklin  and  Mr.  Calvin.  I  do  feel  that  the  Commission's  position,  as 
I  understand  it— and  I  may  be  wrong— should  be  clarified  a^  little. 

We  saw  a  problem,  which  we  identified  in  our  report,  in  the  "hot"  is- 
sue area  and  in  the  distribution  of  brand  new  issues  generally.  We  so- 
licited the  views  of  all  interested  persons  on  that  or  all  interested 
bodies. 

With  respect  to  suitability  specifically,  the  exchanges  as  well  as  tlie 
NASD  have  for  many  years  had  rules  and  policies  dealing  with  the 
obligations  of  their  members  to  recommend  issues  which  are  suitable 
for  the  particular  customer,  and  obviously  there  is  no  desire  to  ex- 
clude the  exchanges  from  continuing  that  salutary  effort.  We  were  not. 
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I  believe,  endeavoring  to  change  whatever  allocation  of  responsibility 
for  regulating  the  distribution  process  now  exists. 

Senator  Williams.  I  have  a  feeling  we  are  going  to  be  staying  in 
business  here,  not  at  tliis  hour,  but  in  the  days  or  weeks  to  come.  This 
has  been  very,  very  helpful  and  illuminating.  We  appreciate  your  con- 
tinuing cooperation. 

Thank  you  very  much,  gentlemen. 

(Whereupon,  at  1 :10  p.m.,  the  hearing  was  adjourned,  subject  to  the 
call  of  the  Chair.) 

(The  prepared  statements  of  all  the  gentlemen  appearing  before  the 
subcommittee  this  day  follow :) 


83-997  O  -  72  -  pt.   3 
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REMARKS  OF  PHILIP  A.  LOOMIS,  JR.,  COMMISSIONER, 
SECURITIES  AND  EXCHANGE  COMMISSION,  BEFORE  THE 
SUBCOMMITTEE  ON  SECURITIES  OF  THE  SENATE  COMMITTEE 
ON  BANKING,  HOUSING  AND  URBAN  AFFAIRS 

October  5,  1972 

"THE  STRUCTURE  AND  OPERATION  OF  THE 
REGULATORY  SYSTEM  IN  THE  SECURITIES  INDUSTRY" 


Mr.  Chairman,  I  am  pleased  to  participate  in  this,  the 
last  of  your  Subcommittee's  three  hearings  concerning  the 
operation  of  the  regulatory  system  in  the  securities  industry. 
Unlike  the  first  two  hearings  held  by  the  Subcommittee  on 
this  topic,  which  considered  two,  somewhat  atypical,  specific 
examples  of  self-regulatory  dec is ion -making  and  Commission 
oversight,  the  hearings  today  are  concerned  with  the  broader 
subject  of  whether  the  unique  system  of  self -regulation  in 
the  securities  industry  is  working  and  whether  and  how  it 
should  be  modified.   In  preparing  my  remarks  for  this  hearing j 
I  have,  in  accordance  with  the  Subcommittee's  request, 
responded  to  the  four,  rather  all -encompassing  questions 
concerning  this  important  topic  that  were  attached  to 
Chairman  Williams'  letter.   Needless  to  say,  however,  these 
questions  raise  issues  which  are  presently  the  subject  of 
intensive  study  and  reexamination  by  the  Commission  and  a 
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number  of  the  self-regulatory  bodies  as  well  the  Congress. 

They  go  to  the  very  heart  of  the  future  stmjcture  of  our 

securities  markets.   In  light  of  the  Subcommittee's  request 

for  a  very  prompt  response  to  these  questions  and  the  fact 

that,  to  a  large  extent,  these  questions  can  effectively  be 

answered  only  after  the  issues  concerning  the  future  structure 

of  our  securities  markets  are  resolved,  I  cannot  provide 

definite  and  comprehensive  answers.   Indeed,  as  to  some  of 

these  questions,  I  doubt  if  such  answers  now  exist. 

At  the  outset,  I  should  like  to  express  some  general 

observations  with  respect  to  the  self-regulatory  process.  The 

concept  of  self -regulation,  or  "cooperative  regulation"  as 

1/ 
your  counterparts  in  the  House  prefer  to  call  it,   was  given 

legislative  sanction  in  order  to  accommodate  the  unique 
structure  of  the  securities  markets  as  they  existed  in  1934 
and  1938.   This  concept  reflected  certain  Congressional  pre- 
sumptions concerning  the  desirability  of  direct  (as  opposed 
to  residual)  government  regulation  over  many  specific  facets 


V    Subcommittee  on  Commerce  and  Finance  of  the  House  Com- 
mittee on  Interstate  and  Foreign  Commerce,  Report  of 
the  Securities  Industry  Study.  92d  Cong.,  2d  Sess. 
(1972)  at  pp.  79-116  (hereafter,  "House  Study"). 
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of  the  daily  operations  and  functions  of  the  various  com- 
ponent parts  of  the  securities  industry  and  fairly  prevalent 
views  concerning  the  propriety  of  the  government  defining 

moral  or  ethical,  as  opposed  to  purely  legal,  standards  of 

2/ 
behavior. 

The  fundamental  concept  of  self-regulation  embodied  in 
the  Securities  Exchange  Act  was  well-suited  to  the  securities 
markets  as  they  existed  in  1934  and  1938.   In  light  of  the 
rather  extensive  changes  in  the  securities  markets  and  trading 
patterns  that  have  occurred  in  recent  years,  however,  some 
observers  have  concluded  that  self -regulation  is  no  longer 
viable.   Based  upon  our  exoerience,  however,  the  Commission 
cannot  subscribe  to  this  view.   The  system  of  self- 
regulation  has  served,  in  many  areas,  as  a  source  of  affirma- 
tive protection  to  public  investors  and  as  an  important 
vehicle  to  implement  the  regulatory  objectives  of  the  Congress, 

Nevertheless,  the  magnitude  and  rapidity  of  the  changes 
in  our  securities  markets  and  the  resulting  changes  in  the 


2_l        See  Hearings  on  S.  3255  (The  Maloney  Act)  before  the 
Senate  Comm.  on  Banking  and  Currency,  75th  Cong., 
3d  Sess.  (1938)  at  p.  10;  H.R.  Rep.  No.  2307,  75th 
Cong.,  3d  Sess.  (1938)  at  pp.  4-5;  S.  Rep.  1455,  75th 
Cong.,  3d  Sess.  (1938)  at  pp.  3-4;  see  also,  Silver  v. 
New  York  Stock  Exchange,  373  U.S.  341,  371  (1963) 
(Stewart,  J.,  dissenting). 
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nature  of  the  issues  which  confront  all  concerned  with  the 
regulation  of  those  markets,  including  the  self-regulatory 
agencies,  have  thrown  a  considerable  strain  upon  the  existing 
pattern  of  self-regulation  which  has,  in  turn,  revealed 
certain  weaknesses. 

In  earlier  years,  the  self -regulatory  agencies  were 
conceived  of  as  primarily  designed  to  establish  and  enforce 
standards  of  personal  conduct  in  the  securities  industry. 
To  this  task,  they  were  expected  to  bring,  and  did  bring, 
an  awareness  of  the  standards  voluntarily  observed  by 
responsible  members  of  the  industry,  and  also  a  day-to-day 
familiarity  with  what  was  going  on  and  what  was  right,  or 
wrong,  about  it.   The  self -regulatory  agencies  have  in  the 
past,  and  continue  at  present,  to  make  a  major,  and  I  think 
irreplaceable,  contribution  in  this  area. 

More  recently,  however,  the  self -regulatory  bodies  have 
been  confronted,  by  changing  conditions  and  changing  needs, 
with  the  resolution  of  economic  issues,  which  bear  directly 
not  only  upon  the  economic  interests  of  their  members,  but 
upon  the  economic  interests  of  non -members  as  well.   In 


242 


addition,  as  I  will  discuss  further  in  my  answer  to  your 
first  question,  the  various  markets  have  become  so  closely 
interrelated  that  certain  issues  are  highly  significant  to 
more  than  one  such  agency,  and  it  becomes  difficult  to  resolve 
these  issues  at  an  industry  level  without  the  concurrence 
of  several  self-regulatory  agencies.   Resolution  of  such 
common  problems  may  be  impeded  by  the  fact  that  any  given 
resolution  may  be  seen  as  either  advancing  or  as  impairing 
the  economic  position  of  the  members  of  a  particular  self- 
regulatory  agency  in  relation  to  the  members  of  another  such 
agency . 

In  my  introductory  remarks  before  this  Subcommittee  on 
August  8,  I  referred  to  the  difficulties  encountered  by 
self-regulatory  agencies  in  coping  with  economic  issues 
affecting  the  welfare  of  their  members  and  suggested  that 
stronger  Commission  oversight  might  be  necessary  to  deal 
with  these  difficulties.   I  shall  refer  to  that  again  later 
in  this  statement. 

Problems  of  this  kind  elude  prompt  and  simplistic 
solutions.   They  can  and  should  be  examined  and  resolved  by 
collective  and  carefully  considered  efforts  of  the  self- 
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regulatory  bodies,  the  Commission  and  Congress.   But  I 
believe  that  there  is  no  need  to  abandon  or  unduly  encumber 
a  system  that,  in  many  instances,  has  been  responsive  in 
the  past  to  the  public  interest  and  that  can  be  made  more 
responsive  in  the  future. 

Although  my  general  comments  bear  most  directly  on 
Question  Number  4,  I  shall  respond  to  your  questions  in  the 
order  they  were  presented. 
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1.   What  suggestions,  if  any,  would  you  make  for 

reallocating  authority  among  the  various  self- 
regulatory  agencies?  Over  which  firms,  and 
which  activities,  should  each  of  such  agencies 
exercise  effective  authority? 

The  Subcommittee's  first  question  requests  suggestions 
for  the  reallocation  of  the  authority  exercised  by  the 
various  self-regulatory  bodies. 

In  its  recent  report,  the  House  Subcommittee  on  Commerce 

and  Finance  noted  that  "[t]he  overall  organization  of  the  markets 

3/ 
is  now  in  flux.  .  .."   This  statement  was  prompted  by 

Commission's  position  that,  in  order  to  improve  the  manner 

in  which  Ae  securities  markets  serve  the  public,  the  future 

structure  of  the  securities  markets  requires  the  evolution 

of  a  centralized  market  system,  with  open  access  by  all 

qualified  brokers  and  market  makers.    This  proposal,  of 

V   House  Study,  supra .  n.  1,  at  p.  115. 

4/   This  position  was  first  expressed  by  the  Commission  in 
its  letter  transmitting  the  Institutional  Investor 
Study  to  Congress  and  then  in  the  Commission's  policy 
statement  on  the  future  structure  of  the  securities 
industry,  issued  in  February  of  this  year.   See 
Securities  and  Exchange  Commission  Institutional  Investor 
Study  Report.  H.R.  Doc.  No.  92-64,  92d  Cong,,  1st  Sess, 
pt.l   (1971),  pp.  xxiii-xxv;  Securities  and  Exchange 
Commission,  Statement  on  the  Future  Structure  of  the 
Securities  Markets  (Feb.  2,  1972)  at  p.  9  ("Policy 
Statement"). 
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5/ 
course,  has  been  endorsed  by  the  House  Study    and  has 

received  the  tentative  concurrence  of  this  Subcommittee 

6/ 
as  well. 

When  the  parameters  and  scope  of  the  central  market 

system  are  more  sharply  in  focus,  appropriate  variations 

in  the  existing  allocation  of  self-regulatory  authority  may 

well  be  necessary.   But  the  structure  of  the  central  market 

system  cannot  be  defined  today;  the  evolution  of  the  structure 

of  such  a  central  market  system  necessarily  will  take  some 

time  and  careful  consideration.   Accordingly,  as  the  House 

7/  8/ 

Study   and  the  Commission's  Policy  Statement  '  both  suggest, 


5/   House  Study,  supra  n.  1,  at  pp.  117-130. 

6/    Subcommittee  on  Securities  of  the  Senate  Committee  on 

Banking,  Housing  and  Urban  Affairs,  Report  of  the  Securi- 
ties Industry  Study,  92d  Cong.,  2d  Sess.  (Coram.  Print 
1972)  at  pp.  45-46. 

7/   House  Study,  supra  n.  1,  at  p.  115   ("Since  the  optimum 
organization  of  the  markets  is  not  yet  clear  and  should 
not  be  prejudged  by  fiat,  it  is  premature  to  prescribe  the 
tasks  of  particular  bodies  in  the  new  arrangement  which 
may  eventually  evolve."). 

8/   Policy  Statement,  supra  n. 4  ,  at  p.  9  ("We  anticipate  that 
during  the  developmental  stages  [of  the  central  market 
system]  the  self-regulatory  organizations  will  make 
changes  appropriate  to  the  new  system.   It  is  not  neces- 
sary, however,  to  attempt  to  design  at  this  time  a  self- 
regulatory  structure  for  a  system,  the  outlines  of  which 
are  still  not  sharply  defined."). 
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attempts  at  specific  suggestions  for  the  reallocation  of 

self -regulatory  authority  at  this  time  would  be  premature 

and  largely  unproductive. 

Nevertheless,  certain  basic  concepts  of  self-regulatory 

allocation  of  authority,  of  course,  would  seem  to  me  to 

apply,  irrespective  of  the  definitive  structure  with  which 

the  central  market  system  ultimately  will  be  endowed.   Thus, 

I  believe  coordination  of  self-regulatory  authority  and 

enforcement  efforts,  elimination  of  unnecessary  duplication 

9/ 
of  self-regulatory  efforts   and  careful  planning  among 

self-regulatory  bodies  and  the  Commission  will  be  appropriate 

under  most,  if  not  all,  circumstances.   The  Commission  has 

instituted  programs  in  this  vein,  such  as  its  attempts  to 

coordinate  various  broker-dealer  and  investment  adviser 

examination  programs,  and  the  Commission  presently  is  studying 

ways  to  implement  the  recommendations  of  its  Advisory 


9/   I  do  not  believe  that  all  overlaps  of  self-regulatory 
authority  necessarily  should  be  eliminated.   In  some 
instances,  different  approaches  to  similar  problems 
may  result  in  more  effective  self -regulation. 
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Committee  on  Enforcement  Policies  and  Practices  concerning 

the  need  for  improved  coordination  of  self -regulatory  and 

Commission  surveillance  and  detection  of  securities  law 

10/ 
violations . 

The  problem  of  allocating  responsibility  among  self- 
regulatory  agencies  has  also  been  complicated  by  changes  in 
the  securities  markets.   When  the  existing  allocation  was 
evolved,  it  appears  to  have  been  based  upon  the  assumption, 
then  reasonably  valid,  that  each  of  the  major  segments  of 
the  securities  market,  that  is,  each  exchange  and  the  over- 
the-counter  market,  was  more  or  less  a  self-contained  entity. 
It  was  accordingly  concluded,  notwithstanding  the  fact  that 
particular  firms  could,  and  did,  do  business  in  more  than 


10/   See  Report  of  the  Commission's  Advisory  Committee  on 
Enforcement  Policies  and  Practices,  BNA  Securities 
Regulation  &  Law  Report  No.  158  (June  28,  1972)  at 
pp.  2,  15-16,  particularly  recommendations  40  ("The 
Commission  should  play  an  affirmative  role  in  allo- 
cating inspection  and  enforcement  responsibilities 
among  the  self-regulatory  organizations ;  continuous 
effort  should  be  made  by  the  Commission  and  those 
organizations  to  coordinate  both  the  timing  and 
coverage  of  inspections  and  investigations")  and  41 
("Meetings  should  be  held  on  a  periodic  basis  between 
the  staffs  of  the  Commission  and  of  the  self-regulatory 
organizations  for  a  mutual  discussion  of  current  regu- 
latory and  enforcement  problems"). 
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one  market,  that  it  was  nevertheless  appropriate  for  there 

W 
to  be  a  self -regulatory  body  for  each  such  market. 

At  present,  the  various  markets  are  not,  if  they  ever 

were,  self-contained  entities.   Many  regional  stock  exchanges 

now  deal  primarily  in  securities  listed  on  the  New  York 

exchanges,  rather  than  in  local  securities.   There  has 

evolved  an  active  over-the-counter  market  in  exchange  listed 

securities.   Securities  firms  doing  business  with  the  public 

increasingly  tend  to  specialize  in  one  type  of  business,  such 

as  serving  institutional  or  serving  retail  customers,  rather 

than  specializing  in  doing  business  in  a  particular  market. 

This  development  raises  difficult  questions  concerning  the 

allocation  of  responsibilities  among  self-regulatory  agencies, 

some  of  which  I  alluded  to  earlier  in  this  statement.   They 

have  led  some  observers  to  suggest  a  drastic  realignment 

under  which  all  responsibilities  for  self-regulation  would 


11/  Of  course,  the  fact  that  a  single  firm  does  business 
in  several  markets,  under  the  jurisdiction  of  several 
self-regulatory  agencies,  has  created  problems  of  allo- 
cating self-regulatory  responsibility  with  respect  to 
matters  relating  to  the  overall  operation  of  the  firm, 
such  as  its  financial  condition  or  the  experience  and 
qualifications  of  its  officers  and  employees.   These 
have  largely  been  resolved  by  informal  understandings 
among  the  self -regulatory  agencies,  but  the  problems 
of  both  duplication  and  possible  gaps  in  coverage  have 
not  thereby  been  wholly  eliminated. 
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be  confided  to  one  agency,  confining  itself  exclusively  to 
self-regulation,  while  other  agencies  would  be  responsible 
for  the  problems  of  operating  the  particular  markets.   It 
is  not  clear,  however,  whether  self-regulatory  responsibilities 
can  practically  be  separated  from  operational  responsibilities, 
although  if  this  were  practicable,  it  would  simplify  matters 
by  sharpening  the  focus  of  each  agency's  responsibilities. 
As  I  indicated  earlier,  I  do  not  believe  that  this  and  other 
questions  of  allocation  of  responsibility  can  responsibly 
be  resolved  until  we  can  see  more  clearly  the  structure  and 
nature  of  the  markets  to  be  regulated,  including  particularly 
the  evolution  of  the  central  market  system.   There  is 
remarkable  unanimity  as  to  the  desirability  of  a  central 
market  system,  but  still  considerable  uncertainty  as  to  what 
it  will,  in  practice,  be. 
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2,   What  rules  should  apply  to  the  composition  of 
the  governing  boards  of  the  self-regulatory 
agencies,  and  to  the  manner  of  selecting  members 
of  those  boards? 

The  Subcommittee's  second  question  seeks  guidelines 
with  respect  to  the  establishment  of  rules  setting  forth 
criteria  for  the  appropriate  composition  of  governing  boards, 

The  composition  of  governing  boards  of  self -regulatory 
agencies  was,  as  you  know,  a  matter  of  deep  concern  to  the 
Congress  that  adopted  both  the  Securities  Exchange  Act  of 
1934  and  the  1938  Maloney  Act  amendments  to  the  Securities 
Exchange  Act.   Then,  as  now,  concern  was  expressed  that 
limited  economic  or  other  factional  groups  might  dominate 
the  government  of  the  exchanges  or  other  self-regulatory 
bodies . 

Thus,  Section  19(c)  of  the  Securities  Exchange  Act 
directed  the  Commission  to  make  a  study,  among  other  things, 
of  the  rules  of  national  securities  exchanges  with  respect 
to  the  methods  employed  to  elect  officers  and  committees  to 
insure  fair  representation  of  the  membership  of  these 
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12/ 
exchanges.   The  Commission,  in  its  study,     made  a  number 

of  recommendations  for  voluntary,  as  opposed  to  legislative, 
changes  which  could  be  effected  to  improve  the  government 
of  the  exchanges.   Many  of  these  so-called  "reforms"  ulti- 
mately were  implemented  by  the  exchanges. 

Similarly,  the  legislative  history  of  the  Maloney  Act 
makes  clear  that  the  securities  association  it  envisioned 
was  to  be,  strictly  speaking,  a  "democratic  organization." 
Congress  and  interested  observers  paid  great  heed  to  the 
suggestion  that,  in  light  of  the  strong  economic  compulsion 


12/   Securities  and  Exchange  Commission,  Report  on  the 

Government  of  Securities  Exchanges,  H.R.  Doc.  No.  85 
74th  Cong.,  1st  Sess.  (1935)  at  pp.  5-13. 

13/   See  Securities  and  Exchange  Commission,  Report  of  the 
Special  Study  of  the  Securities  Markets,  H.R.  Doc.  No, 
95,  88th  Cong.,  1st  Sess.,  pt.  4  (1963)  at  p.  608 
(hereafter,  "Special  Study");  Hearings  on  S.  3255 
Before  the  Senate  Comm.  on  Banking  and  Currency,  75th 
Cong.,  3d  Sess.  (1938)  at  p.  22  (statement  of  Commis- 
sioner Mathews);  see  also,  Hearings  on  S.  3255  and 
H.R.  9634  Before  a  Subcomm.  of  the  House  Comm.  on 
Interstate  and  Foreign  Commerce,  75th  Cong.,  3d  Sess. 
(1938)  at  p.  15  (statement  of  Commissioner  Mathews). 
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14/ 
to  join  a  registered  securities  association,    "monopoly 

and  oppression  of  the  'little  fellow'  and  minority  segments 

11/ 
of  the  business"  was  a  real  evil  to  be  avoided. 

Of  course,  any  consideration  of  the  proper  governance 

of  the  self -regulatory  organizations  also  must  encompass  an 

awareness  of  some  of  the  unique  characteristics  and  problems 

which  self-regulation  presents.   A  self -regulatory  body  draws 

its  membership  largely  from  members  of  the  regulated  industry  . 

This  is  a  source  of  strength  insofar  as  these  members  bring 

to  the  regulatory  task  practical  business  judgment  and 

experience  -  attributes  which  hardly  can  be  duplicated  in  a 

government  agency.   But  this  essential  self -regulatory  "fact 

of  life"  also  may  pose  problems,  since  self -regulatory 

decisions  could  be  influenced  by  a  desire  to  promote  the 

economic  interests  of  the  members,  of  a  particular  group  of 

the  members,  or  by  a  wish  to  preserve  or  obtain  a  competitive 


14/   See,  e.g.,  H.R.  Rep.  No.  2307,  75th  Cong.,  3d  Sess. 
(1938)  at  p.  9;  Special  Study,  supra  n.  13,  pt.  4  at 
p.  605;  National  Association  of  Securities  Dealers, 
19  S.E.C.  424,  441  (1945). 

15/   Special  Study,  supra  n,  13,  pt.  4  at  p.  608. 


253 

advantage.   Thus,  an  over -emphasis  on  the  "self"  in  "self- 

regulation"  could  result,  on  occasion,  in  an  under-emphasis 

on  the  needs  of  the  public. 

I  believe,  therefore,  that  the  rules  relating  to  the 

governing  boards  of  all  self-regulatory  organizations  should, 

as  set  forth  with  respect  to  the  National  Association  of 

Securities  Dealers  by  Section  15A(b)(6)  of  the  Securities 

Exchange  Act,  "assure  a  fair  representation  of  its  members 

in  the  adoption  of  any  rule.  .  .or  amendment  thereto,  the 

selection  of  its  officers  and  directors,  and  in  all  other 

phases  of  the  administration  of  its  affairs."  The  rules  of 

the  NASD  explicitly  provide  for  the  appropriate  representation 

on  its  governing  board  of  various  types  and  classes  of 

members  -  not  only  with  respect  to  geographic  location,  but 

16/ 
also  with  respect  to  function.     And,  the  nation's 

securities  exchanges  also  have  been  making  concerted  efforts 
16/   See  Article  IV,  Sec.  3,  of  the  By-Laws  of  the  NASD. 
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to  effect  an  appropriate  balance  of  competing  interests 
in  a  similar  manner. 

Similarly,  there  has  been  a  commendable  increasing 
awareness  on  the  part  of  the  self-regulatory  organizations 
that  their  activities  affect  not  only  their  limited  con- 
stituencies but  the  investing  public  at  large.   The  rules 

of  these  organizations  provide  for  the  selection  of  non-roeraber, 

18/ 
or  "public,"  directors.    Thus,  for  example,  as  you  are  aware, 

the  New  York  and  American  exchanges  recently  have  reorganized 

to  provide  that  almost  half  of  their  governing  board  positions 

19/ 
shall  be  filled  by  public  directors.     And,  the  NASD  has  amendec 


17/   See,  e.g. ,  Article  II  of  the  Constitution  of  the  New 

York  Stock  Exchange,  which,  among  other  things,  requires 
that  a  certain  number  of  members  of  its  Board  of  Direc- 
tors (1)  represent  firms  having  "substantial  direct 
contact  with  securities  customers";  (2)  represent  a 
firm  residing  and  having  a  principal  place  of  business 
outside  metropolitan  New  York;  and  (3)  represent  regis- 
tered specialists.   See  also,  Article  II  of  the  Consti- 
tution of  the  American  Stock  Exchange;  Article  III, 
Sec.  2,  and  Article  IV,  Sec.  4(b),  of  the  Constitution 
of  the  Midwest  Stock  Exchange. 

18/   See  n.  17,  supra. 

19/   See  the  references  to  the  Constitutions  of  these  exchanges 
in  n.  17,  supra. 
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its  By-Laws  to  permit  its  Board  of  Governors  to  select 

20/ 
one  or  more  Governors -At -Large  from  the  public. 

It  is,  of  course,  too  early  to  tell  precisely  how 
effective  the  specific  measures  being  implemented  by  these 
self -regulatory  organizations  will  be.   But  the  guiding 
principles  that  led  to  their  adoption  are  sound,  and,  in 
my  opinion,  generally  in  accord  with  the  broad  policies 
enunciated  by  Congress  in  its  enactment  of  the  Securities 
Exchange  Act  and  the  Maloney  Act  amendments,  as  well  as  with 
the  views  enunciated  in  the  Commission's  Policy  Statement. 
Whether  and  what  modifications  may  be  required  to  implement 
these  policies  is  a  matter  that  I  believe  should  be  left,  at 
least  in  the  first  instance,  to  the  determination  of  the 
self -regulatory  agencies.   Of  course,  I  believe  that  appro- 
priate residual  authority  should  be  vested  in  the  Commission 
to  insure  that  these  salutary  objectives  are  indeed  met.   The 
legislative  proposals  of  H.R.  15303,  in  my  view,  would  permit 
the  Commission  to  carry  out  this  supervisory  responsibility 
and  insure  that  the  public  interest  is  adequately  protected. 


20/   See  n.  16, supra.  One  "public"  member  of  the  Governing 

Board  of  the  NASD  already  has  been  selected  by  the  other 
Governors  of  the  NASD. 
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3.   What  suggestions,  if  any,  would  you  make  for 
improving  the  procedures  followed  by  the  self- 
regulatory  agencies  in  adopting  rules  and 
policies,  and  in  conducting  disciplinary 
proceedings? 

The  Subcommittee's  next  question  requests  ray  views  with 
respect  to  possible  improvements  in  the  procedures  employed 
by  the  self -regulatory  agencies  in  quasi-legislative  and 
adjudicatory  dec is ion -making. 

As  I  indicated  in  my  introductory  remarks  before  this 
Subcommittee  on  August  8,  the  Securities  Exchange  Act  of 
1934  says  very  little  about  the  internal  decision-making 
processes  of  the  self-regulatory  bodies,  as  distinct  from 
the  substantive  standards  to  which  their  decisions  must 
conform.   That  Act  includes  general  principles  such  as  "fair 
administration"  and  "fair  representation,"  together  with  a 
fairly  specific  procedural  outline  for  disciplinary  decisions 
of  the  NASD  found  in  Section  15A(b)(9)  and  (10).   The  general 
decision -making  pattern  for  these  bodies  which  appears  to 
have  been  contemplated,  and  as  it  has  evolved,  seems  to  be 
modeled  on  that  generally  prevailing  in  the  United  States 
among  private  associations  or  corporations  formed  not  to 
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conduct  business  for  a  profit,  but  to  provide  services  or 

other  benefits  to  their  members,  or  to  the  general  public, 

or  both.   The  pattern  includes  a  governing  board  elected  by 

the  members,  and  a  staff  assigned  to  serve  the  board  and 

carry  out  its  decisions.   The  significance  of  the  staff  has 

been  increased  as  the  organizations  have  established  the 

position  of  a  full-time  salaried  chief  executive  officer. 

Structural  or  major  decisions  such  as  amendments  to  the 

Constitution  and  By-Laws  and  significant  substantive  rules 

21/ 
generally  require  approval  by  vote  of  the  membership. 

It  is  my  opinion  that  the  self-regulatory  bodies  should 

be  required  to  afford  an  opportunity  for  general  public 

comment  on  all  proposed  rules  having  any  significant  impact, 

either  upon  their  membership  as  a  whole  or,  particularly, 

upon  non -members.   I  understand  that  the  self-regulatory 

bodies  already  are  making  valuable  efforts  to  implement  this 

objective.   Thus,  for  example,  the  NASD  is  increasingly 


21/   But  see,  Hagen  Investments,  Inc.  v.  Securities  and 
Exchange  Commission,  460  F.  2d  1034  (C.A.  10,  1972) 
upholding  the  NASD's  rights  to  cope  with  emergency 
situations  without  the  need  to  resort  to  a  full 
membership  vote. 
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exposing  its  rule  proposals  to  public  scrutiny  and  comment, 
and,  as  I  have  already  indicated,  the  major  exchanges  are 
significantly  expanding  public  participation  in  their  govern- 
ing boards.   And,  just  recently,  the  American  Stock  Exchange 
submitted  to  the  Commission  a  proposal  to  accord  exchange 
members  and  other  interested  persons  an  opportunity  to 
comment  upon  major  rule  and  policy  proposals  before  their 
final  adoption  by  the  Exchange's  Board  of  Governors.     I 
am  confident  that,  as  experience  with  these  new  procedures 
is  obtained,  further  improvements  will  follow.   Naturally, 
the  benefit  of  chese  procedures  is  dependent  upon  the  way 
they  are  in  fact  implemented.   But  I  am  in  accord  with  the 
philosophy  embodied  by  these  new  policies. 


22/   Depending  upon  the  nature  of  the  issue  involved,  the 
American  Stock  Exchange  has  indicated  that  it  may 
solicit  written  comments  or  entertain  oral  presenta- 
tions.  I  have  annexed  a  copy  of  the  AMEX' s  letter  to 
this  statement  for  the  Subcommittee's  convenience. 
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Similar  developments  have  occurred  with  respect  to 

self -regulatory  disciplinary  proceedings.   Thus,  in  the 

last  several  months,  both  the  New  York  and  American  exchanges 

23/ 
have  submitted  proposals  to  revise  their  proceedings. 

These  steps   represent  initial  efforts  to  alleviate 

some  of  the  criticism  that  has  been  directed  toward  exchange 

24/ 
disciplinary  proceedings.     This  is  one  area  where  the 

Commission  has  recommended  that  it  be  given  greater  powers 

of  governmental  oversight  than  presently  exist. 


23_l      The  proposals  of  the  New  York  Stock  Exchange  would  pro- 
vide, among  other  things,  right  to  counsel  and  an  oppor- 
tunity for  a  hearing  before  a  panel  composed  of  a 
chairman  (a  member  of  the  exchange  staff)  and  at  least 
two  exchange  members  in  the  case  of  an  action 
involving  a  member,  or  at  least  two  registered 
persons  or  employees  in  the  case  of  actions  against 
registered  representatives  or  employees.   The  Board  of 
Governors  will  act  as  a  review  body  and  review  will  occur 
at  the  request  of  the  staff  of  the  exchange,  the  respond- 
ent or  at  least  a  single  governor.   Continuing  the  present 
practice  of  the  exchange,  written  transcripts  of  each 
proceeding  will  be  prepared  and  the  Commission  has 
requested  that  a  digest  of  each  proceeding  be  furnished 
to  each  governor  so  that  the  review  power  may  be  effec- 
tively and  expeditiously  exercised.   The  American  Stock 
Exchange  has  adopted  comparable  substantive  provisions 
with  some  variations. 

2A/   See,  e.g. ,  Intercontinental  Indus.,  Inc.  v.  American 

Stock  Exchange.  452  F.  2d  935  (C.A.  5,  1971),  petition 
for  certiorari  filed,  41  U.S.L.W.  3042  (U.S.  April  25, 
1972)  (No.  71-1378). 
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The  Commission  also  Is  considering  the  recommendations 

of  its  Advisory  Committee  on  Enforcement  Policies  and  Practices 

concerning  increased  publicity  for  self-regulatory 

25/ 
disciplinary  proceedings. 

I  think  that  we  are  witnessing  Important  progress 
toward  the  improvement  of  the  self-regulatory  process  within 
the  existing  framework  of  the  federal  securities  laws. 
Coupled  with  the  Commission's  proposals  for  legislation  in 
this  area,   I  am  confident  that  there  will  be  more  improve- 
ments in  the  future.   But  in  this  connection,  I  would  like  to 
stress  again  the  Commission's  belief  that,  by  and  large,  the 
existing  self-regulatory  scheme  has  proved  to  be  flexible 
and  durable,  allowing  the  self -regulatory  bodies  to  engage 
in  experimentation  and  develop  innovative  programs.   I  do 
not  believe  that  the  self-regulatory  bodies  should  be 
saddled  with  the  whole  panoply , of  government  administrative 
procedure  of  the  type  imposed  upon  agencies  of  the  federal 
government  under  the  Administrative  Procedure  Act.   I  doubt 

25/  Advisory  Committee  Report,  supra  n.  10,  at  pp.  2  and  16. 
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if  it  would  be  suitable  for  non-governmental  organizations, 
and  furthermore,  based  on  my  experience  as  a  government  official 
for  many  years  and  as  a  member  of  the  Administrative  Con- 
ference of  the  United  States,  I  have  concluded  that  the 
imposition  of  government  administrative  procedure  is  not 
without  serious  problems,  including  delay,  cumbersome  for- 
malities, and  unnecessary  expense  for  all  concerned. 
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4.   What  do  you  consider  the  appropriate  legal  and 
operational  relationship  between  the  self- 
regulatory  agencies  and  the  SEC?  What  are 
your  views  on  the  SEC  proposals,  embodied  in 
H.R.  15303.  with  regard  to  the  SEC's  authority 
over  actions  of  the  self-regulatory  agencies? 

The  Subcommittee's  final  question  requests  my  views 
on  the  appropriate  legal  and  operational  relationship  between 
the  self-regulatory  agencies  and  the  Commission. 

The  Congress  recognized  that  there  were  practical 
limitations  associated  with  a  completely  federalized  regu- 
lation program  which  could  render  it  inefficient  and  self- 
defeating,  given  the  highly  complex  and  dynamic  nature  of 

26/ 
this  industry.     Thus,  it  was  determined  that  the  best 

approach  would  be  self -regulation  by  the  industry  itself. 
The  concept  of  self -regulation  which  evolved  was  a  balanced 
pattern  of  Indus try -government  cooperation  and  partnership. 
The  industry  was  to  regulate  itself  to  the  greatest  extent 
possible,  subject  to  the  public  oversight  function  performed 
by  the  Commission.   Governmental  power  was  to  be  held  in 
reserve  as  a  safeguard  to  ensure  that  the  industry  adequately 


26/  See  Hearing  on  H.R.  7852  and  H.R.  8720  Before  the  House 
Committee  on  Interstate  and  Foreign  Commerce,  73d  Cong., 
2d  Sess.  (1934)  at  514. 
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performed  its  self-regulatory  role  in  a  manner  not  inimical 

to  the  public  interest.   In  1938,  Mr.  Justice  Douglas, 

then  Chairman  of  the  Commission,  defined  the  relationship 

between  the  self-regulatory  organizations  and  the  Commission 

as  one  of  '"letting  the  exchanges  take  the  leadership  with 

27/ 
Government  playing  a  residual  role.'" 

Since  the  Congress  vested  much  autonomy  and  responsi- 
bility in  the  various  self-regulatory  organizations,  they 
have  been  permitted  to  exercise  their  delegated  authority 
to  implement  regulatory  programs  tailored  to  suit  the 
operational  circumstance  of  each  marketplace.   The  Commis- 
sion's oversight  function  of  self-regulatory  activities  has 
been  exercised  in  the  public  interest  and  for  the  protection 
of  investors  to  ensure  that  the  power  and  authority  which 
have  been  delegated  to  the  self-regulatory  bodies  are  not 


27/   Special  Study,  supra  n.  13,  pt.  4  at  p.  698, 
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abused  or  used  to  accomplish  purposes  inimical  to  the 

public  interest  as  well  as  to  insure  that  there  is  no  gap 

between  self -regulatory  needs  and  actual  self -regulatory 

28/ 
performance. 

The  Commission  believes,  as  1  have  already  said,  that 

self -regulation  should  be  preserved.  At  the  same  time,  one  of 

the  essential  decisions  made  by  the  Congress  in  1934,  when  it 

determined  to  establish  governmental  supervision  and  oversight 

over  the  existing  self-regulatory  activity  of  the  exchanges,  was 

that  public  policy  demands  that  private  bodies  exercising  what 

essentially  are  governmental  powers  should  be  subject  to 

adequate  public  supervision  through  a  governmental  agency. 

That  decision  was  sound  then,  and  it  is  sound  now.   The 

changes  which  I  have  referred  to  in  the  very  nature  of  the 


28/  As  Mr.  Justice  Goldberg  stated  in  the  Silver  case,  "the 
initiative  and  responsibility  for  promulgating  regula- 
tions pertaining  to  the  administration  of  their  ordinary 
affairs  remain  with  the  exchanges  themselves.   It  is 
only  where  they  fail  adequately  to  provide  protection 
to  investors  that  the  Commission  is  authorized  to  step 
in  and  compel  them  to  do  so.'"   Silver  v.  New  York  Stock 
Exchange,  373  U.S.  341,  352  (1963). 
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responsibilities  and  functions  of  the  self-regulatory 
agencies  call  for  a  reexamination  of  the  somewhat  uncoordi- 
nated pattern  of  oversight  which  was  provided  in  various 
statutes  enacted  primarily  between  1934  and  1940.   They 
further  call,  in  my  opinion,  for  a  strengthening  of  the 
Commission's  oversight  authority  by  reason  of  some  of  the 
problems  which  I  have  referred  to  above. 

Deficiencies  in  the  statutory  pattern  of  oversight 
have  been  discussed  for  many  years.   The  Special  Study  of 
1963  described  them  at  length;  they  were  given  careful 

attention  by  the  Supreme  Court  of  the  United  States  in  the 

29/ 
Silver  case;    and  more  recently,  they  were  examined  in  the 

Commission's  Study  of  Unsafe  and  Unsound  Practices  of  Brokers 

30/ 
and  Dealers,  sent  to  the  Congress  in  1971.     I  will  not 

attempt  to  go  through  this  background. 

Self -regulation,  if  it  is  to  function  properly,  should 

not  be  stifled  nor  should  the  initiative  of  self -regulatory 

agencies  be  dampened  by  too  detailed  government  supervision. 

29/   See  n.  28,  supra . 

30/  H.R.  Doc.  No.  92-231,  92dCong.,  1st  Sess.  (1971). 
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On  the  other  hand,  public  interest  requires  that  the  Com- 
mission's residual  powers  must  in  fact  exist  and  be  clearly 
delineated  so  as  to  insure  to  the  extent  possible  that  the 
self-regulatory  bodies  perform  their  functions  in  a  diligent 
and  vigorous  manner.   At  the  same  time,  the  Commission  should 
have  a  clear  mandate  from  the  Congress  to  empower  it  to 
interpose  its  authority  directly,  if  and  when  the  self- 
regulatory  organizations  fail  to  meet  their  regulatory 
responsibilities  in  the  public  interest  and  for  the  protection 
of  investors.   Ideally,  as  Mr.  Justice  Douglas  (then  Chairman 
of  the  Commission)  stated  in  1938,  the  "[gjovemment  would 
keep  the  shotgun,  so  to  speak,  behind  the  door,  loaded, 

well  oiled,  cleaned,  ready  for  use,  but  with  the  hope  that 

31/ 
it  would  never  have  to  be  used."     Nevertheless,  it  appears 

evident  that  in  order  for  the  Commission  to  exercise  its 

32/ 
"supplementary  powers  of  direct  regulation,"    it  must 

first  be  vested  with  such  powers  by  the  Congress.   Accordingly, 

31/   Special  Study,  supra  n.  13,  pt.  4  at  p.  698. 

21/   S.  Rep.  No.  1455,  75th  Cong.,  3d  Sess.  (1938)  at  3-4. 
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I  believe  the  proposals  embodied  in  H.R.  15303  merit  your 
careful  consideration  and  ultimate  approval.   We  have 
submitted  to  the  Congress  detailed  explanations  and  justi- 
fications for  this  legislation,  and  I  will  not  attempt  to 
repeat  them  here. 

In  conclusion,  self -regulation  is,  I  believe,  a  valuable 
and  probably  necessary  component  in  the  regulation  of  this 
large,  diverse,  exceedingly  complex  and  very  important 
industry.   Such  self-regulation  must  be  adapted  as  rapidly 
as  possible  to  the  changing  needs  and  problems  of  today 
and  of  the  future.   Commission  oversight  over  this  self- 
regulatory  process,  which  Congress  also  found  essential, 
must  be  retained  and  adapted  to  present  conditions,  which 
I  think  means  that  it  should  be  strengthened.   Ever  since 
1934,  any  proposal  to  grant  power  to  the  Commission  has 
been  met  with  the  objection  that  such  power  could  be  used 
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with  a  reckless  disregard  for  the  underlying  purposes  of 

33/ 
the  Congress.     I  think  the  record  over  the  years  demon- 
strates that  this  concern  is  unfounded.   I  am  sure  the 
Commission  retains  a  healthy  respect  for  the  governing 
principles  underlying  the  philosophy  of  self-regulation 
written  into  the  Securities  Exchange  Act.   And,  as  always, 
the  fidelity  of  an  administrative  agency  to  the  legislative 
aims  of  Congress  is  subject  to  continuing  Congressional 
oversight. 


33/   For  example,  when  it  was  proposed  that  the  Commission 
be  given  jurisdiction  over  exchange  commission  rates, 
it  was  objected  that  it  might  set  the  rates  "so  low 
that  no  broker  could  stay  in  business."   78th  Cong. 
Rec.  8091  (1934). 
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86  Trinity  Place 
New  York  NY  10006 
212/938  2513 

H  Vernon  Lee  Jr 

Vice  President 

Membership  Services  Division 


September  25,  1972 


Mr.  G.  Bradford  Cook,  Director 
Division  of  Market  Regulation 
Securities  and  Exchange  Commission 
500  North  Capitol  Street 
Washington,  D.  C.        20549 

Dear  Mr.  Cook: 

Enclosed  for  filing  pursuant  to  Exchange  Act  Rule  17a-8  are 
three  copies  of  a  proposed  Statement  of  Policy  on  publication 
of  rule  and  policy  proposals  which  has  been  approved  in 
principle  by  the  Board  of  Governors  of  the  American  Stock 
Exchange  to  provide  its  members  and  other  interested 
parties  an  opportunity  to  review  and  comment  on  proposed 
major  rule  and  policy  proposals  before  their  final  adoption 
by  the  Board . 

It  is  proposed  that  under  this  policy  the  Exchange  will,  when 
practical,  publicize  rule  proposals  and  major  policy  matters 
before  the  Exchange  formulates  a  definite  position  on  them 
and  invite  interested  parties  to  submit  written  comments. 
In  appropriate  instances,  opportunity  also  will  be  given  for 
oral  presentations.    A  summary  of  the  comments  received 
will  be  furnished  to  the  Board  before  any  final  action  is 
taken  on  the  particular  rule  or  policy  matter. 

It  should  be  noted  that  the  proposed  Statement  of  Policy 
does  not  state  the  precise  method  by  which  rule  or  policy 
proposals  will  be  publicized.    It  is  expected  that  the 
exact  procedure  to  be  used  will  vary  according  to  the 
nature  of  the  matter  and  the  circumstances.    Furthermore  , 


83-997   O  -  72  -  pt. 
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Mr.  G.  Bradford  Cook,  Director 

Securities  and  Exchange  Commission  September  25,  1972 


I 


in  order  to  give  the  Exchange  sufficient  flexibility  to  adopt  a  rule 
or  policy  change  promptly  where  necessary,  the  proposed  Statement 
of  Policy  provides  that  failure  to  follow  the  procedures  for  the  pub- 
licizing of  rule  proposals  will  not  affect  the  validity  of  any  action 
taken  by  the  Exchange. 

If  you  have  any  questions  regarding  this  proposed  Statement  of 
Policy,  please  do  not  hesitate  to  call  me  or  Peter  J.  Armstrong, 
Assistant  Secretary  of  the  Exchange.  , 


Very  truly  yours. 


v^lI'uw^  til.  r^ 


H.  Vernon  Lee  Jr. 
Vice  President 
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Statement  of  Policy  on 
Publication  of  Rule  and  Policy  Proposals 

It  shall  be  the  general  policy  of  the  Exchange  to  publicize  pro- 
posals to  adopt  new  rules  or  to  amend  or  rescind  existing  rules  before 
the  Board  of  Governors  takes  final  action  with  respect  to  such  proposals. 
Similarly,  major  policy  matters  affecting  the  Exchange,  its  membership, 
listed  companies,  or  public  investors,  will,  when  practical",  be  publi- 
cized before  the  Exchange  formulates  a  definitive  position  with  respect 
thereto . 

The  Exchange  will  in  each  instance  publicize  such  rule  proposals 
or  policy  matters  in  a  manner  designed  to  give  interested  parties  reasonable 
notice  thereof  and  an  opportunity  to  comment  thereon.    The  notice  shall 
generally  describe  the  subjects  and  issues  involved  and,  where  appro- 
priate, may  include  the  text  of  the  proposed  rule  or  policy  position. 
Interested  parties  will  be  invited  to  submit  comments  and  supporting 
documents  to  the  Exchange  in  writing.    In  appropriate  situations,  oppor- 
tunity may  also  be  provided  for  oral  presentations.    A  summary  of  the 
comments  received  shall  be  furnished  to  the  Board  of  Governors  before 
it  takes  final  action  with  respect  to  the  particular  rule  proposal  or  policy 
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Nothing  in  this  Statement  of  Policy  shall  be  construed  as  limiting 
or  restricting  the  Board  in  any  way  in  exercising  the  powers  vested  in  it 
under  the  Constitution,    The  Board  may  take  action  at  any  time  to  adopt, 
amend  or  rescind  any  rule,  policy  or  directive  without  following  the 
above  procedures  if  it  shall  deem  such  action  to  be  appropriate  and  In 
the  best  interests  of  the  Exchange  and  its  membership.    Failure  to  follow 
the  above  procedures  in  any  specific  instance  shall  not  affect  the  validity, 
force  or  effect  of  any  rule,  policy  or  directive  adopted  by  the  Board  or  of 
any  Exchange  action  or  omission  to  act  thereunder. 
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STATEMENT  OF 

GORDON  S.   MACKLIN,   PRESIDENT 

NATIONAL  ASSOCIATION  OF  SECURITIES  DEALERS.   INC. 

We  are  appreciative  of  this  opportunity  to  appear  at  the 
Subcommittee's  last  hearing  relative  to  its  study  of  the  securities 
industry.     We  are  mindful  that  analysis  and  study  of  the  varied  views 
and  the  numerous  documents   so  far  presented  to  the  Subcommittee  is 
still  required  and  as  a  result  we  dc  not  believe  it  necessary  to  unduly 
burden  the  Subcommittee  with  a  lengthy  recitation  of  our  previous 
statements  or  positions.     Instead,   we  will  attempt  to  answer  the  specific 
questions  raised  by  Senator  Williams  in  his  invitation  to  appear  today. 

As  a  preface  to  my  comments  I  would  like  to  emphasize  my  belief 
that  the  securities  industry  after  withstanding  tremendous  pressures  and 
problenns  now  stands  ready  to  accept  and  implement  constructive 
recommendations  for  change.     The  changes  which  will  be  most  salutory 
relate  to  (1)  elimination  of  duplication  of  regulation,    (2)  strengthening  of 
the  competitive  aspects  of  trading  markets,   and  (3)  utilization  of  available 
technology  to  make  markets  more  accessible   to  investors  and  broker/ 
dealers,   as  an  aid  to  execution  and   clearance  of  transactions.     We  look 
forward  to  the  completion  of  the  study  and  to  participating  in  the  revital- 
ization  of  the  structure  of  the  industry. 

SUBCOMMITTEE    QUESTIONS 

1.     Authority  of  Self-Regulatory  Organizations 

Authority  among  the  self-regulatory  agencies,   as  well  as 
among  the  state  and  federal  regulators,   has  been  pervasive,   expensive. 
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and  much  duplicated.     Throughout  the  years  we  have  demonstrated  our 
willingness  to  cooperate  and  coordinate  with  other  authorities  in  our 
effort  to  eliminate  costly  duplication. 

In  certain  areas,    regulation  is  related  only  to  the  market  place 
involved.     For  example,    exchanges  only  are  concerned  with  floor  trading 
rules,   while  the  NASD  is  not,   having  no  physical  trading  "floor".     On 
the  other  hand,   only  the  NASD  is  concerned  with  regulating  markups 
on  principal  transactions  with  customers,   or  in  "free -riding"  in  connection 
with  distribution  of  new  issues,   matters  in  which  exchange  markets  are 
not  involved.     Recent  events  have  led  to  changes  in  enforcement  of  capital 
rules.    Previously,  capital  regulation  was  divided  between  exchanges  and 
the  NASD  but  under  a  recent  rule  of  the  Commission  each  agency  is 
required  to  notify  the  other  when  a  dual  member's  capital  is  in  doubt. 

Additional  areas  exist  for  cooperation  and  we  intend  to  explore 
with  all  other  self -regulatory  bodies  the  possible  use  of  Association 
examination  facilities  throughout  the  nation  on  a  cost  sharing  basis. 
Currently,   we  maintain  14  district  offices  staffed  with  experienced  personne] 
who  could  be  used  in  those  areas  where  exchanges  do  not  maintain  offices. 
NASDAQ,   to  which  I  will  refer  in  more  detail  later,    provides  us  with  the 
means  to  keep  all  securities  in  the  System  under  continuous  surveillance, 
and  we  have  and  are  willing  to  share  this   information  with  other  regulatory, 
bodies. 
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Last  year  National  Clearing  Corporation,   an  NASD  subsidiary, 
connpleted  conversion  of  New  York  City  firms  from  the  balance  order  to 
the  continuous  net  system  for  clearing  over-the-counter  transactions. 
As  time  passes  and  the  new  system  is  operative  nationwide,   financial 
information  can  be  gathered  which  can  be  of  nnaterial  assistance  in 
monitoring  the  changing  financial  condition  of  individual  members  on  a 
daily  basis. 

It  has  been  suggested  that  authority  between  self -regulatory 
agencies  be  divided  by  function.     As  we  understand  it,   the  Association 
would  be  delegated  responsibility  for  those  functions  relating  to 
qualifications  for  entry  into  the  business  and  inspection  of  the  operation 
of  those  in  the  industry  for  compliance  with  applicable  rules  and 
regulations.     The  exchanges,    on  the  other  hand,   would  regulate  trading 
which  takes  place  within  the  exchange.     This  idea  has  merit  since  it 
would  eliminate  certain  duplications.     However,   it  seems  premature  to 
make  a  judgement  as  to  such  a  division  since  we  are  not  aware  of  exchange 
views  in  this  area  and  also  because  the  details  of  the  suggestions  cannot 
be  known  until  a  design  for  a  central  market  system  has  been  achieved. 
We  welcome  suggestion  and  the  opportunity  to  cooperate  with  the 
other  agencies  in  expanding  and  making  more  efficient  our  joint  efforts. 

2.     Composition  of  Governing  Boards  of  Self -Regulatory  Organizatic 
The  composition  of  governing  boards  of  the  self -regulatory 
agencies  has  been  an  active  subject  of  consideration  in  recent  months  in 
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view  of  the  major  changes  taking  place  on  boards  of  the  exchanges. 
Little  has  been  said,   outside  the  Association,  as  to  the  composition  of 
its  Board  although  we  have  addressed  this  problem. 

Recent  By-law  changes  have  provided  for  expansion  of  our 
Board  from  24  to  27  members.     The  additional  three  positions  are  to 
be  filled  by  "governors -at-large"  who  need  not  be  selected  from  within 
the  securities  industry  as  are  other  governors.     While  this  may  seem 
to  be  a  relatively  small  number  of  non-industry  or  "outside"  governors 
in  contrast  to  the  recent  changes  in  exchange  Board  composition, 
any  evaluation  must  give  due  consideration  to  the  differences  in  make- 
up of  the  membership  of  exchanges  and  securities  associations. 

Exchanges  are  limited  in  membership  and  have  fixed  commission 
rates,   whereas  there  is  unlimited  membership  in  a  securities  association 
with  a  statutory  prohibition  against  fixed  rates,   fees  or  charges.     In 
addition,    the  Maloney  Act  contains  specific  provisions  requiring  fair 
representation  of  members  in  the  adoption  of  any  rules  or  in  selection  of 
officers  or  governors  and  in  all  other  phases  of  the  administration  of 
Association  affairs.     In  addition,    before  registering  a  securities  association 
under  the  Act,   it  must  appear  to  the  SEC,   considering  the  number  of 
Association  mennbers  and  the  scope  of  their  transactions  and  geographic 
distribution,    that  the  purpose  of  the  Securities  Exchange  Act  of  1934  will 
be  carried  out.     Association  By-laws,    which  spell  out  the  manner  of  selectioi 
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and  geographic  allocation  of  governors  must  be  filed  with  and  not 
disapproved  by  the  SEC.     Similar  requirements  are  not  applicable  to 
exchanges  and  thus  the  concept  of  a  large  public  or  outside  Board 
representation  for  exchanges,   as  recommended  in  the  Martin  Report 
to  the  New  York  Stock  Exchange,   is  not  appropriate  for  a  Maloney  Act 
association. 

Our  recent  provisions  for  addition  of  outside  governors  does 
show  recognition  of  the  many  benefits  to  be  derived  from  having 
independent  Association  Board  mennbers,   having  a  different  breadth  of 
experience,  and  who  are  available  to  mold,   influence  and  reach  healthy, 
long  range  solutions  to  industry  problems. 

We  believe  we  have  been  extremely  fortunate  in  our  quest  to 
add  impartial,    highly  experienced  and  knowledgeable  outside  persons  to 
our  Board.     Recently,   Dr.    James  H.    Lorie,    Professor  of  Business 
Administration  at  the  University  of  Chicago  School  of  Business  Administra' 
tion  agreed  to  join  our  Board. 

In  addition,   only  last  week  we  learned  that  A.   A.   Sonnmer,   Jr.  , 
Esq.   of  Calfee,   Halter,   Calfee  and  Sommer  of  Cleveland,   a  leading 
member  of  the  Bar,   and  Chairman  of  the  American  Bar  Association 
Committee  on  Federal  Regulation  of  Securities,   has  agreed  to  serve  as  a 
governor  -at-large. 
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We  are  gratified  that  these  distinguished  persons  have  accepted 
these  posts.     Their  impact  will,    I  am  sure,   be  of  great  significance  and 
we  commend  them  on  their  willingness  to  participate  in  the  forthcoming 
decisions  of  the  Association,   particularly  as  they  affect  the  restructuring 
and  establishment  of  a  "central  market"  system. 

Association  Board  members  have  been  drawn  from  the  industry 
under  the  philosophy  of  "self-regulation"  as  contennplated  under  the 
Exchange  Act  so  as  to  use  the  expertise  of  industry  members  to  foster 
improved  and  enlightened  regulation  in  all  phases  of  a  most  complex 
industry.     The  basic  work  of  the  Association  was  conceived  to  be 
regulation  of  members  through  inspection  and  discipline,   formulation  of 
new  rules  and  policies,   and  accomplishment  of  these  tasks  by  those 
having  the  judgement  and  experience  which  can  be  provided  only  by  those 
with  long  experience  in  industry  practices. 

At  any  given  time  more  than  300  individuals  will  be  serving  on  one 
or  more  of  the  various  Committees  of  the  Association.     District 
Commiittees  responsible  for  business  conduct  of  members  in  their 
particular  geographic  areas  serve  for  three  years,   as  do  members  of  the 
Board  of  Governors.     Selection  of  candidates  is  accomplished  by 
nominating  committees  in  accordance  with  procedures  set  forth  in  the 
By-laws.     The  Board  serves  as  an  appeal  and  review  body  for  district 
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disciplinary  actions  and  sets  national  policies,    including  formulation  of 
new  rules  which  must  be  voted  upon  by  the  members.     As  a  result  there 
is  a  constant  regulatory  educational  process  in  existence,   with  outgoing 
Committee  and  Board  members  taking  their  regulatory  experience  back 
to  the  industry.     Thousands  of  persons  with  this  experience  now  populate 
the  industry.     This  I  believe  to  be  a  most  innportant  factor  in  self- 
regulation  and  should  be  encouraged  since  it  results  in  inculcation  of 
high  standards  of  business  practice,   which  was  intended  by  the  Maloney 
Act. 

I  do  not  wish  to  imply  that  no  criticism  has  been  leveled  at  the 
composition  of  the  Association's  Board  of  Governors.     This  has  usually 
consisted  of  charges  that  the  Board  is  dominated  by  individuals  who  are 
associated  with  exchange  member  firms.     As  we  indicated  to  the  Sub- 
committee in  a  prior  session,   while  individual  Association  board 
members  from  firms  also  having  exchange  mennberships  have  played  a 
major  role  in  Association  activity,    we  do  not  believe  their  influence 
or  decisions  have  reflected  any  bias  favoring  exchanges  or  their  policies 
over  the  market  they  are  charged  to  regulate.     The  Association's 
implementation  of  its  NASDAQ  system  and  creation  of  National  Clearing 
Corporation  stand  as  examples  of  progress  although  each  of  these  necessary 
systenas  can  be  considered  competitive  to  exchange  trading  and  clearing 
systenns.     We  continue  to  think  that  the  original  premise  of  the  use  of 
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industry  members  to  bring  to  bear  their  experience  in  areas  only  they 
fully  comprehend,   is  desirable.     This,   coupled  with  inclusion  of  informed 
members  from  without  the  industry  bringing  to  bear  an  independent, 
unbiased  viewpoint,   will  be  the  proper  approach  to  long  range  solutions. 
Almost  needless  to  say,  we  believe  the  public  interest  has  been,   and 
will  continue  to  be,    served  by  our  Board,    functioning  under  the  Maloney 
Act,   with  the  cooperative  oversight  of  the  SEC  and  Congress. 

3.     Procedures  of  Self -Regulatory  Organizations 

In  1970  new  procedures  for  adopting  Association  rules 
were  instituted  under  which  for  the  first  time  proposed  rules  are  distributed 
for  comment  to  the  membership,   the  press,   and  others,   prior  to  adoption 
by  the  Board.     The  procedure  has  been  well  received  and  invaluable 
comments  from  our  nnemibers,   the  Bar  and  other  interested  parties  have 
resulted.     We  intend  to  continue  this  practice  and,   where  feasible,    to 
expand  upon  it  in  an  attempt  to  draw  meaningful  suggestions  from  those 
experienced  in  the  areas  under  consideration. 

Recently,    the  Securities  and  Exchange  Commission  requested  that 
the  Association  adopt  rules  or  guidelines  covering  members'  practices  re- 
lating to  new  "hot"  issues  (those  which  have  an  immediate  and  dramatic 
increase  in  price  on  the  day  of  their  offering).     Upon  receipt  of  this  request, 
the  Board  appointed  a  Committee  which  is  unique  for  us  in  that  it  consists 
of  outside  advisers  who  are  highly  experienced  in  law  and  accounting,   as  weL 
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a  group  of  leading  industry  experts.     This  Committee  is  currently 
working  to  formulate  detailed  recommendations  to  the  Board,   and  \we 
suspect  that  their  success  will  lead  us  to  supplementing  future  committees 
with  outside  advisers  possessing  appropriate  expertise. 

We  make  no  suggestions  concerning  the  Association's  procedures 
in  disciplinary  proceedings.     As  the  Committee  is  aware,    these 
procedures  are  mandated  by  the  Maloney  Act.     Respondents  have  always 
been   permitted  representation  by  counsel  or  to  whatever  assistance  they 
believe  necessary  in  their  response  to  Association  complaints.     A 
written  record  is  made  and  full  right  of  appeal  exists  initially  to  the 
Securities  and  Exchange  Commission  and  ultimately  to  the  courts,   under 
the  statute.     We  believe  the  system  has  functioned  as  contemplated  by  the 
Congress,   and  perhaps  with  certain  minor  modifications,    such  as 
permitting  the  SEC,    on  review,    to  increase  penalties,  any  changes  are 
not  now  indicated.     It  appears  in  the  interest  of  fairness  that  uniformity 
among  self-regulatory  organizations  is  desirable  and  we  would  support 
such  legislation. 

4.     Relationship  of  Self-Regulatory  Organizations  and  SEC 

The  legal  and  operational  relationship  existing  between  the 
Association  and  the  Commission  has,    in  our  opinion,    been  beneficial, 
and  has  resulted  in  the  cooperative  regulation  which  the  statute  envisaged. 
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Presently,    the  Act  does  not  permit  the  SEC  to  increase  penalties  imposed 
against  Association  members  in  cases  on  appeal  to  the  SEC.     We  think, 
the  Commission  should  have  such  power.     We  do  not  believe  that  the 
provisions  contained  in  H.   R.   15303,   requiring  that  disciplinary  matters 
before  the  Commission  be  remanded  to  a  self-regulatory  association  for 
further  review  and  imposition  of  different  or  additional  penalties, to  be 
desirable.     Our  experience  with  hundreds  of  cases  on  appeal  to  the 
Commission  indicates  that  there  are  extremely  infrequent  instances 
where  an  additional  or  different  penalty  should  have  been  imposed,   and 
there  appears  to  be  no  reason  why  the  Commission  should  not,   after  a 
complete  review  on  the  record,   be  permitted  to  assess  an  appropriate 
penalty.     Additional  power,   as  provided  in  H.   R.   15303,    to  be  vested  in 
the  Commission  which  would  permit  it  to  enforce  the  rules  of  a  self- 
regulatory  organization  directly  may  be  desirable,    but  we  have  not  seen, 
nor  do  we  believe  the  record  will  indicate,   that  past  Association  enforce- 
ment in  respect  to  its  own  rules  was  lacking. 

NASDAQ /NCC 

The  following  remarks  are  included  with  this  statement  in  recognition 
of  the  Subcommittee's  continuing  and  constructive  interest  in  the  NASDAQ 
system  and  the  National  Clearing  Corporation. 

The  NASDAQ  system  represents  an  investment  of  approximately  $25 
million  by  The  Bunker -Ramo  Corporation,    the  system  operator,    in  addition 
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to  the  years  of  time  and  effort  invested  by  various  people  affiliated  with 
the  NASD.     NASDAQ  commenced  operation  on  February  8,    1971.     At  that 
time,    2,300  securities  were  quoted  in  the  system  and  the  computers  were 
handling  about  250,000  calls  per  day.     Today,    there  are  in  excess  of 
3,400  securities  being  quoted,  and  the  average  number  of  calls  per  day 
is  about  1,  250,  000.     Daily  trading  volume  recorded  through  NASDAQ  on 
most  days  is  well  in  excess  of  twice  the  total  volume  on  the  American 
Stock  Exchange  and,    in  fact,    exceeds  the  combined  total  volume  on  all 
exchanges  in  the  country  except  the  New  York  Stock  Exchange.     Future 
plans  for  the  system  include  the  implementation  of  a  trade  reporting 
program  and  eventually  a  direct  linking  of  the  data  from  this  program 
with  the  clearing  operation  of  the  National  Clearing  Corporation. 

The  National  Clearing  Corporation  has  been  operating  in  New 
York  City  since  October  15,   1971,   using  a  continuous  net  method  of 
settling  over-the-counter  transactions.     Recently,   pilot  operations  were 
implemented  to  include  Boston  and  Philadelphia  through  the  facilities  of 
the  regional  stock  exchanges  in  those  cities.     These  pilot  operations  are 
currently  being  expanded.     Recent  discussions  with  the  Midwest  Stock 
Exchange  have  indicated  that  the  National  Clearing  Corporation  will  be 
operating  in  Chicago  through  the  facilities  of  the  Midwest  Stock  Exchange  Clearin 
Corporation  before  the  end  of  this  year.      We  plan  to  commence  operations 
in  a  number  of  additional  key  cities   throughout  the  country  and  hope  to  be 
operating  on  the  West  Coast   through  the  facilities  of  the  Pacific  Coast 
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Stock  Exchange  before  the  end  of  next  year.     It  is  important  to  note, 
however,    that  even  at  this  early  stage  the  National  Clearing  Corporation 
is  handling  approximately  10,000  -  15,000  trades  per  day  and,   thus,    is 
the  second  largest  stock  clearing  organization  in  the  country.     Our  goal 
is  to  process  35,000   -  50,000  trades  when  the  system  is  expanded  to 
cover  all  national  trading  areas  in  the  country. 

The  NASDAQ  system  design  has  created  for  the  Association  an 
entry  into  market  surveillance  via  regulatory  reports  which  are  produced 
in  a  NASDAQ  issue  whenever  it  exceeds  certain  predetermined  price  or 
volume  paranneters.     Many  of  these  parameter,  breaks  are  obviously 
routine  instances  of  price  and  volume  fluctuation.     However,    the  staff 
of  the  Association's  new  stock  watch  department  established  for  the 
purpose  of  reviewing  and  detecting  possible  manipulation,   has  of  the  487 
cases  it  investigated  since  its  establishment  in  January  1972,    referred  13 
to  the  SEC  for  further  investigation  of  possible  violations  of  the  Federal 
securities  laws  and  6  to  the  Association  Districts  for  investigation  of 
potential  violation  of  the  Association's  rules.     This  material,    coupled 
with  reports  generated  by  the  National  Clearing  Corporation  as  to  dealer 
trading  activity  and  capital  and  operational  condition,    substantially  improves 
our  ability  to  effectively  regulate  activity  in  the  over-the-counter  market. 

In  sum,    we  feel  that  we  are  progressing  rapidly  along  the  road 
toward  a  well  regulated  and  highly  automated  over-the-counter  market  with 
access  open  to  all  qualified  dealers.     Needless  to  say,   we  greatly  appreciate 
the  help  we  have  received  with  these  programs   from  Congress  and  the 
Securities  and  Exchange  Comnnission. 
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Statement  of  Paul  Kolton,   President 
American  Stock   Exchange,   Inc. 

My  name  is  Paul  Kolton.     I  am  President  of  the  American  Stock 
Exchange.    With  me  today  is  Norman  S.  Poser,  Senior  Vice  President 
for  Policy  Planning  and  Government  Relations. 

The  Amex  welcomes  this  opportunity  to  express  its  views  to  the 
Subcommittee  concerning  self-regulation  in  the  securities  industry  and 
to  respond  to  the  questions  regarding  the  regulatory  process  which  were 
posed  by  the  Subcommittee, 

Much  has  been  said  and  written  about  the  unique  system  of  self- 
regulation  under  which  the  securities   industry  operates.    Most  of  the 
authorities  and  commentators,   including  the  SEC  in  its  1963  Special 
Study  and  the  House  Subcommittee  on  Commerce  and  Finance  in  its 
recent  Study  Report,  have  endorsed  the  concept  of  self-regulation, 
while  criticizing  certain  aspects  of  its  operation. 

The  reasons  for  preferring  a  self -regulatory  system,  with  con- 
tinuing government  oversight,  over  a  system  of  direct  governmental 
regulation  are,  we  believe,  as  valid  today  as  when  the  system  was 
established  in  the  1930 's.    These  reasons  include  the  advantage  of 
expertise  and  closeness  to  the  markets  and  the   industry  which  self- 
regulators  have;  the  ability  to  enforce  ethical  standards  which  go 
well  beyond  purely  legal  standards  of  conduct;  the  fact  that  continual 
involvement  of  industry  members  in  the  regulatory  process  makes  them 
more  responsive  to  tough-minded  self-discipline  and  to  developing 
higher  standards  of  conduct;  the  recognition  that  industry,  and  not 
government,   should  bear  the  cost  of  the  regulatory  burden;  and,  as 
one  of  the  original  framers  of  the  securities  laws  stated  at  the  time 
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of  their  passage--the  alternative  to  self -regulation  ,  as  a  practical 
matter,  brings  with  it  "the  sheer  ineffectiveness  of  attempting  to 
exercise  [regulation]  directly  through  government  on  a  wide  scale." 

We  believe  that  self-regulation  is  the  most  effective  system 
available  for  protecting  public  investors  and  safeguarding  the  public 
interest.  It  is,  to  be  sure,  an  imperfect  and  sometimes  untidy  sys- 
tem; but  in  the  perspective  of  the  years  it  has  enabled  the  securities 
business--and  the  millions  of  people  it  serves--to  make  a  singular 
contribution  to  the  success  of  the  nation's  economic  system. 

An  effective  self-regulatory  mechanism  requires  a  delicate 
balance  in  the  exercise  of  government  power.     On  the  one  hand  there 
is  the  natural  tendency  to  wield  government  power  directly--and  over 
time  this  will  inevitably  undermine  the  self-regulatory  process.     On 
the  other  hand,  there  is  the  risk  that  failure  by  government  to  oversee 
and  coordinate  the  activities  of  the  self-regulatory  organizations  will 
impair  public  confidence  in  the  markets. 

Both  extremes  must  be  avoided,   and  we  believe,  with  some  con- 
cern, that  the  trend  today,  even  on  the  part  of  many  who  endorse  self- 
regulation,  is  to  introduce  direct  government  control  into  the  self- 
regulatory  mechanism.    There  is  a  danger  in  this  development  that  if 
the  SEC  is  given  more  direct  administrative  responsibility  in  the  opera- 
tion and  regulation  of  the  markets,   self-regulation  will  become  more  a 
matter  of  form  than  of  substance.     I  believe  that  it  is  vitally  important 
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that  Congress  and  the  SEC  realize',   in  their  efforts  to  correct  past  prob- 
lems and  to  create  the  securities  markets  of  the  future,  that  the  self- 
regulators  need  to  retain  sufficient  latitude  to  encourage  initiative 
and  to  discharge  their  regulatory  tasks  boldly.    We  approach  the 
questions  which  were  posed  by  the  Subcommittee  with  these  thoughts 
uppermost  in  our  minds  . 

1 .     What  suggestions,  if  any _^  would  you  make  for  reallocating 
authority  among  the  various  self -regulatory  agencies?    Over 
which  firms,  and  which  activities,   should  each  of  such 
agencies  exercise  effective  authority? 

Since  many  broker-dealers,   including  most  of  the  larger  firms, 
are  members  of  several  exchanges  as  well  as  the  NASD,   a  certain 
amount  of  overlapping  of  functions  and  responsibilities  among  the 
self-regulatory  organizations  is  inevitable.     Nevertheless,   in  view 
of  the  fact  that  major  investigative  and  enforcement  actions  are 
likely  to  involve  a  variety  of  member-firm  activities,   it  is  important 
that  the  self  -regulatory  organizations  retain  broad  authority  to  take 
necessary  action  in  any  aspect  of  a  member  firm's  business  .     For 
example,   an  investigation  by  an  exchange  that  begins  as  an  inquiry 
into  a  trading  situation  may  lead  to  questions  being  raised  involving 
a  firm's  underwriting  activities,   its  handling  of  customer  accounts, 
its  supervisory  procedures,  or  other  aspects  of  its  business. 

We  would,  therefore,  not  recommend  at  the  present  time  that 
the  scope  of  authority  and  responsibility  of  the  self-regulatory  organizations 
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be  restricted  or  compartmentalized  to  particular  types  of  activities  or 
functions,  even  though,  theoretically,  there  may  be  some  potential  over- 
lap.   Such  duplication  has  been  reduced  materially  through  arrangements 
among  the  self-regulatory  organizations  for  the  allocation  of  regulatory 
authority  and  for  joint  reporting  of  critical  information.     For  example, 
duplication  has  been  virtually  eliminated  in  such  areas  as  member  firm 
examinations  and  screening  of  the  background  of  applicants  for  member- 
ship or  registration  as  salesmen.     By  and  large  these  allocation  arrange- 
ments have  worked  efficiently.    While  problems  have  arisen  from  time  to 
time  in  coordinating  the  flow  of  information  among  the  self-regulatory 
organizations,   such  problems  have  been  dealt  with  effectively  once  they 
have  been  identified.    We  are  continuing  to  develop  procedures  for  more 
effective  coordination  with  other  self-regulatory  organizatioas  and  the 
SEC;  and  we  are  confident  that  further  improvements  will  be  made  in  this 
area. 

Looking  to  the  future,  the  establishment  of  a  central  market  sys- 
tem will  clearly  provide  an  opportunity  to  assess,   in  a  current  setting, 
the  present  arrangements  for  allocation  of  authority.     Pending  the  devel- 
opment of  the  system,  whose  specific  shape  we  do  not  yet  know,  we  think 
it  premature  to  make  any  specific  suggestions  for  the  reallocation  of 
authority  among  the  self-regulatory  organizations. 

2  .    What  rules  should  apply  to  the  composition  of  the  governing  boards 
of  the  self -regulatory  agencies,  and  to  the  manner  of  selecting 
members  of  those  boards  ? 

During  the  past  several  months  ,  a  number  of  the  self-regulatory 
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organizations  have,  on  their  own  initiative,  taken  major  steps  to  reor- 
ganize their  governing  structure  and  provide  substantially  more  public 
representation.    Last  June  ,  the  membership  of  the  Amex  approved  a 
restructuring  of  its  Board  of  Governors  which  is  perhaps  the  most 
important  change  of  its  kind  in  the  12  5-year  history  of  the  Exchange. 

This  reorganization,  which  follows  the  basic  principles  enun- 
ciated in  the  19  71  Martin  Report,  calls  for  a  Board  with  half  of  its 
members  coming  from  the  public  sector.    Earlier  this  week,  the  Ex- 
change's Nominating  Committee,  which  itself  has  50  percent  public 
representation,  announced  the  names  of  its  nominees;  among  those 
proposed  for  the  10  public  governors  are  a  group  of  distinguished 
lawyers,  economists,  educators,  business  executives,  and  repre- 
sentatives of  the  media.    It  should  be  emphasized  that  this  signifi- 
cant reorganization  was  neither  prompted  by  nor  imposed  by  an  agency 
of  the  government.  Rather,  it  was  designed  and  implemented  independently 
by  the  membership  in  recognition  of  the  Exchange's  expanded  public  role 
and  responsibility. 

These  major  changes,  which  are  as  a  practical  matter  irreversible, 
must  be  tested  in  operation  over  time.    As  experience  is  gained  under  the 
restructured  system,  the  Exchange  would  expect  to  make  any  adjustments 
which  may  appear  desirable.    But  in  view  of  the  steps  already  taken  by 
the  Amex,    and  by  other  self-regulatory  organizations,  we  do  not  believe 
that  either  specific  SEC  rules  or  legislation  is  required. 
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3.    What  suggestions,  if  any,  would  you  make  for  improving  the  pro- 
cedures followed  hv  the  self -regulatory  agencies  in  adopting  rules 
and  policies,  and  in  conducting  disciplinary  proceedings? 

The  Amex  has  continually  explored  ways  in  which  the  self- 
regulatory  procedures  can  be  made  as  responsive  as  possible  to  the 
needs  of  the  public,  the  firms  and  the  companies  which  it  serves. 
The  restructuring  of  the  Board,  mentioned  a  moment  ago,  is  a  part 
of  this  process.    Even  before  the  reorganization,  however,  it  was 
recognized  that  it  would  be  necessary  to  develop  and  formalize  a 
procedure  to  permit  members  of  the  investing  public  to  comment  on 
all  major  proposed  rule  and  policy  changes  . 

The  Amex  Board  of  Governors  ,  therefore  ,   last  month  approved 
in  principle  and  filed  with  the  SEC  a  proposed  policy  under  which 
the  Exchange  will  publicize  proposals  to  adopt  new  rules  ,  or  to 
amend  or  rescind  existing  rules,   before  the  Board  takes  any  final 
action  with  respect  to  such  proposals.    Similarly,  major  policy 
matters  affecting  the  Exchange,  its  membership,  listed  companies 
or  public  investors  will  be  published,  comment  sought,  and  hearings 
held,  where  reguired  ,  before  the  Exchange  takes  a  definitive  position. 

This  decision  by  the  Exchange  to  give  interested  parties  an 
opportunity  to  comment  on  rule  proposals  and  policy  matters  consti- 
tutes another  step  by  the  Exchange  to  remain  responsive.    We  believe 
that  these  procedures  will  also  assist  the  SEC  in  fulfilling  its  own 
responsibilities  to  review  proposed  self-regulatory  rules  and  policies 
and  in  gaining  additional  insight  into  their  public  impact. 
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With  respect  to  the  conduct  of  disciplinary  proceedings,  the 
Amex  Board  of  Governors  has  also  recently  approved  a  series  of  far- 
reaching  charges  which  will  streamline  procedures  in  the  light  of 
present  needs  and  will  afford  respondents  increased  "due  process" 
protections:    in  particular,  those  accused  will  have  the  right  to 
counsel,  and  cases  will  be  heard  by  three-  or  five-man  hearing 
panels.    It  is  expected  that  the  revised  procedures  will  be  sub- 
mitted to  the  Exchange  membership  for  approval  later  this  month. 

4 .    What  do  you  consider  the  appropriate  legal  and  operational  rela- 
tionship between  the  self -regulatory  agencies  and  the  SEC? 
What  are  your  views  on  the  SEC  proposals,  embodied  in  H.R. 
15303  ,  with  regard  to  the  SEC's  authority  over  actions  of  the 
self-regulatory  agencies? 

The  Exchange  administration  is  pleased  to  comment  on  these 
questions,  although  they  have  not  been  discussed  with  the  Amex 
Board  of  Governors   and  do  not  reflect  the  Board's  views  .    In  the 
event  that  the  proposed  legislation  is  introduced  in  the  Senate,  we 
would  appreciate  the  opportunity  to  offer  the  Subcommittee  our  de- 
tailed comments. 

We  concur  with  the  SEC's  view,  which  it  stated  in  its  report 
of  last  December  on  "Unsafe  and  Unsound  Practices  of  Brokers  and 
Dealers  , "  that  it  is  essential  that  the  SEC  be  deeply  involved  as  an 
overseer  of  the  self -regulatory  process.    At  the  same  time,  we  think 
that  the  self -regulatory  organizations  should  retain  sufficient  indepen- 
dence to  enable  them  to  exercise  their  initiative — vigorously  and 
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broadli'  when  that  is  required— on  regulatory  matters  within  their 
authority. 

We  believe  it  is  entirely  appropriate  for  the  SEC  to  have  the 
power  to  require  the  self-regulatory  organizations  to  adopt,  amend, 
or  rescind  their  rules  which  affect  the  public  interest.    Furthermore, 
we  agree  that  the  procedures  for  exercising  such  authority  should 
be  simplified  and  clarified.    We  also  believe  it  is  appropriate  for 
the  SEC  to  review  Exchange  disciplinary  actions  and  other  particular 
applications  of  Exchange  rules. 

We  do  not  believe  it  would  be  in  the   public  interest,  however, 
to  give  the  SEC  authority  to  enforce  Exchange  rules  or  to  increase 
penalties  in  Exchange  disciplinary  actions.    That  would  appear  to 
us  to  be  a  step  that,  over  time,  would  debilitate  the  self -regulatory 
process,  and  the  people  charged  with  administering  it.    There  is, 
of  course,  the  ancient  question--without  such  power,  can  the  SEC 
properly  protect  the  public  interest?    The  fact  is  that  most  serious 
violations  of  Exchange  rules  which  might  make  direct  action  against 
an  Exchange  member  by  the  Commission  appropriate  would  be 
matters  that  are  also  within  the  existing  statutory  authority  of  the 
Commission.    However,  the  ability  of  an  exchange  to  compel  com- 
pliance with  ethical  standards  would  be  impaired  by  such  direct 
use  of  governmental  power.    Therefore,  possible  marginal  benotits 
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which  might  come  about  as  a  result  of  SEC  authority  to  enforce  Exchange 
rules  would  be  substantially  outweighed  by  the  significant  damage  which 
would  be  done  to  the  self-regulatory  system. 

As  we  indicated  earlier,  among  the  advantages  of  this  system 
are  the  closeness  to  the  scene  of  the  self-regulatory  organizations  and 
the  speed  with  which  they  are  able  to  act.     Bringing  the  SEC's  direct 
authority  into  this  arena,    either  by  direct  enforcement  of  Exchange 
rules  or  by  the  ability  to  impose  additional  penalties  in  Exchange  en- 
forcement actions,  would  have  to  reduce  seriously  the  effectiveness 
of  the  self-regulatory  system.    Such  an  expansion  of  the  SEC's  authority 
would  be  likely  to  enmesh  the  Commission  and  the  self-regulatory  or- 
ganizations in  procedural,  legal  and  interpretative  problems  and  greatly 
diminish  the  speed  and  effectiveness  with  which  the  self-regulatory 
agencies  can  act. 
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I  am  Michael  E.    Tobin,    the  President  of  Midwest  Stock  Exchange, 
Incorporated.      We  welcome  this  further  opportunity  to  discuss  the  very 
important  subject  of  regulation  and  self-regulation  of  the  securities  markets 
and  of  the  securities  business. 

Although  the   structure  of  the  securities  markets  and  of  the  industry 
is  obviously  in  theprocess  of  great  change,    and  one  of  the  most  important 
changes  undoubtedly  will  be  in  the  direction  of  greater  competition  in  the 
performance  of  many  functions,    we  do  not  share  the  view  that  greater  com- 
petition will  dispense  with  the  need  for  strong  regulatory  and  self-regulatory 
systems.     Greater  emphasis  on  competition  undoubtedly  will  modify  the 
regulatory  need  to  one  degree  or  another  in  various  places,    but  in  our  judg- 
ment there  will  always   remain  very  important  areas  where  regulation  will 
be  essential  to  assure  basic  standards,    to  assure  fair  field  of  competition, 
or  simply  to  deal  with  subject  matters  not  particularly  touched  by  competi- 
tion. 

At  the  same  time,    even  though  we  feel  certain  that  the  regulatory 
system  will  continue  to  be  of  great  importance  in  a  restructured  market 
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system,    we  think  it  is  probably  premature  to  try  to  define  the  shape  of 
future  self-regulation  or  cooperative  regulation  until  the  future  structure 
becomes  somewhat  clearer. 

By  way  of  illustration,    in  the  1934  Act,    self-regulation  is  based 
on  membership  in  separate  exchanges;  and  membership  is  defined  in  terms 
of  economic  differences  with  respect  to  commission  rates.      We  are  in  a 
period  of  new  and  still  very  fluid  concepts  concerning  relationships  of 
markets  to  each  other,    commission  rates  and  access,    the  role  of  competi- 
tion in  relation  to  regulation,    the  number  and  types  of  member  firms,    the 
role  of  automation,    and  other  matters.      Since  the  allocation  of  regulatory 
responsibilities  obviously  must  be  adapted  to  the  operational  realities  of 
the  securities  markets  and  securities  industry,    it  will  be  much  easier  to 
come  to  a  sensible  allocation  after  there  has  been  further  crystallization 
in  some  of  the  areas  mentioned. 

Although  there  is  undoubtedly  room  for  better  coordination  and 
possibly  for  some  consolidation,    we  believe  it  is  essential  to  stop  far 
short  of  relying  on  any  single,    monopolistic  self-regulator,    or  even  two 
self-regulators  dividing  the  field.      For  many  reasons,    we  believe  that 
competition  among  a  number  of  market  makers,    market  centers  and  market 
regulators  is  greatly  preferable  to  any  monolithic  approach.     Even  if 
concentration  in  a  single  agency  or  two  would  provide  greater  short-term 
economy,    in  the  long  run  it  would  be  at  the  expense  of  dynamism  and 
progress. 

There  is  another  reason  why  we  doubt  the  advisability  of  thinking 
in  terms  of  just  two  regulatory  agencies,    one  dealing  with  markets  and 
the  other  with  firms,    as   some  are  apparently  suggesting.      Between  internal 
market  regulation  on  the  one  hand  and  financial  regulation  of  member  firms 
on  the  other  hand,    there  is  a  wide  gamut  of  other  regulatory  activities; 
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and  this  may  become  wider  as  member  firms  expand  the  scope  of  their 
operations  into  new  fields.      For  example,    to  the  extent  that  there  is  a 
self-regulatory  obligation  relating  to  an  activity  that  is  not  conducted 
within  a  securities  market  in  the  normal  sense  --  e.  g.  ,    commodities, 
insurance,    real  estate  syndication  --  it  is  not  clear  that  the  self-regula- 
tory arm  of  any  particular  market  or  market  center  is  in  a  better  position 
than  another  to  engage  in  the  necessary  regulation.     It  is  even  less  clear 
that  any  single  agency,    except  one  of  enormous  size  and  power  and  elabor- 
ately structured  on  a  regional  and/or  functional  basis,    could  be  expected 
to  cope  effectively  with  the  multiplicity  of  regulatory  needs.     The  securi- 
ties industry  involves  a  great  number  and  variety  of  activities  conducted 
in  many  different  combinations  by  a  large  number  of  firms.     It  does  not 
conform  to  any  neat,    symmetrical  pattern,    and  such  pattern  as  there  is 
is  constantly  changing.     Instead  of  attempting  to  concentrate  self-regula- 
tion of  this  pluralistic  and  dynamic  business  in  a  single,   highly  structured 
agency,    it  seems  to  us  that  the  total  regulatory  job  can  best  be  accomplished 
through  a  looser,    more  pragmatic  system  of  separate  but  coordinated  agenci 

Of  course,    whatever  re-allocation  of  regulatory  responsibilities 
may  occur,    it  is  obviously  desirable  to  avoid  unnecessary  duplication  of 
regulation,    which  is  costly  and  burdensome  to  regulators  as  well  as  to 
those  regulated. 

As  to  the  procedures  of  the  Commission  and  the  self-regulators, 
we  may  have  some  comments  in  a  fuller  statement  which  we  expect  to  file 
at  the  conclusion  of  these  Hearings.     For  the  present  we  would  simply  say 
that  there  is  too  great  a  variety  of  regulatory  activities  to  fit  everything 
into  a  single  procedural  mold.      Procedures   should  be  flexible  and  adaptable, 
so  that  different  types  of  matters  can  be  handled  appropriately  in  light  of 
their  novelty,    complexity,    importance  and  impact  on  others. 
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I  would  like  to  conclude  with  a  few  more  specific  comments  on  the 
position  of  the  Commission  in  the  regulatory  scheme.      In  general,    we  feel 
that  the  Commission's   supervisory  jurisdiction  ought  to  be  as  broad  as  the 
self-regulatory  obligations  of  each  agency.      Alternatively,    if  the  Commis- 
sion's authority  is  not  as  broad  as  the  agencies'   responsibility,    then  the 
law  ought  to  make  clear  that,    even  without  Commission  review,    there  is 
an  antitrust  exemption  for  action  taken  in  good  faith  to  achieve  a  self- 
regulatory  purpose. 

In  performing  its  oversight  role,    the  Commission  should  attempt  to 
speak  as  unambiguously  as  possible  as  to  what  it  is   requiring,    approving, 
accepting,    or  not  passing  on.      Further,    to  the  extent  possible,    the  Commis- 
sion should  acknowledge  changes  and  refinements  in  its  policies  and  pro- 
cedures  as  they  are  in  the  process  of  development.      In  our  judgment,    greater 
certainty  on  the  part  of  self-regulators  with  respect  to  the  position  of  the 
Commission  in  those  areas  in  which  it  exercises  jurisdiction  cannot  but  be 
helpful  in  achieving  common  regulatory  objectives. 

Whether  the  term  "self-regulation"  or  the  term  "cooperative  regula- 
tion" be  used,    the  self-regulators  should  be  encouraged  to  be  responsible, 
dynamic  participants  or  partners  in  the  process,    and  not  mere  instruments 
of  the  Commission.      While,    as   suggested  above,    Commission  oversight 
should  ordinarily  be  as  broad  as  self-regulatory  responsibility,    there  should 
continue  to  be  ample  scope  for  self- regulators  to  take  the  initiative  and 
exercise  independent  responsibility  without  undue  Commission  intervention. 
We  would,    therefore,    generally  favor  the  expansion  of  the  Commission's 
supervisory  role  as  proposed  in  H.  R.    15303,    on  the  assumption  that  the 
Commission  will  continue  this  general  approach  of  leaving  initiative  and 
responsibility  to  the  self-regulators  to  the  greatest  possible  extent.      How- 
ever,   we  have  some  doubt  as  to  the  appropriateness  of  the  procedure  that 
is  proposed  with  respect  to  amendment  of  the  rules  of  an  exchange  under 
Section  9  of  the  bill  (amending  Section   19(b)  of  the  Securities  Exchange 
Act  of  1934)  whereby  the  Commission  would  act  by  rule  under  Section  553 
of  Title  5  of  the  United  States  Code  without  the  necessity  of  a  hearing  "on 
a  record".      We  reserve  the  right  to  make  further  comment     on  this  and 
other  aspects  of  H.  R.    15303  in  our  fuller  statement  at  the  conclusion  of 
these  Hearings. 
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STATEMENT  OF  DONALD  L.  CALVIN,  VICE  PRESIDENT,  NEW 
YORK  STOCK  EXCHANGE,  INC.,  BEFORE  THE  SUBCOMMITTEE 
ON  SECURITIES  OF  THE  COMMITTEE  ON  BANKING,  HOUSING 
AND  URBAN  AFFAIRS,  UNITED  STATES  SENATE 

October  5,  1972 


My  name  is  Donald  L.  Calvin.   I  am  a  Vice  President  of  the  New 
York  Stock  Exchange,  Inc. 

I  appreciate  this  opportunity  to  comment  on  four  questions  deal- 
ing with  securities  industry  self-regulation,  posed  by  Chairman  Williams 
in  his  letter  to  us  of  September  21,  1972. 

First,  however,  I  would  like  to  note  that  the  long  series  of 
hearings  which  have  occupied  this  Subcommittee  and  other  Committees  of 
Congress  over  the  past  18  months  have  not  merely  identified  and  explored 
various  problem  areas  in  the  securities  industry.   They  have,  as  well, 
provided  valuable  guidance  as  to  where  constructive  changes  may  be 
needed. 

The  industry,  for  its  part,  has  not  been  sitting  back  complacently. 
We  have  been  making  important  changes  --both  structural  and  operational-- 
and  we  have  been  preparing  the  way  for  more  far-reaching  changes  in  the 
basic  ways  in  which  this  industry  functions.   We  believe  that  there  is 
an  urgent  need  to  forge  changes  in  the  existing  regulatory  scheme  so 
that  it  may  genuinely  reflect  a  concept  of  "cooperative  regulation"  in 
which  the  Congress,  the  Securities  and  Exchange  Commission  and  the 
industry  itself  each  has  a  meaningful  role. 


299 


We  are  hopeful  that  the  Congress  will  also  pursue  this  goal  in 
developing  legislative  guidelines  which  will  shape  the  future  of  the 
securities  industry  in  America. 

****** 

As  requested,  I  will  comment  very  briefly  on  the  four  specific 
questions  raised  in  Chairman  Williams'  letter  of  September  21. 

The  first  of  these  questions  deals  with  the  Possible  Re-Allocation 
of  Self-Regulatory  Authority.   We  assume  that  the  Subcommittee  seeks  our 
views  as  to  whether  the  existing  self-regulatory  mechanism  should  be 
restructured.   This  question  could  be  construed  to  include  a  number  of 
suggestions,  among  them  the  idea  that  one  self-regulatory  entity  might 
be  authorized  to  oversee  the  operations  and  capital  requirements  of 
securities  firms,  while  another  would  oversee  trading  and  markets. 

The  question  of  the  Legal  and  Operating  Relationships  Between  the 
SEC  and  the  Exchanges  and  the  invitation  to  comment  on  H.R.  15303,  the 
bill  introduced  in  the  House  of  Representatives  by  Representative 
Staggers,  would  seem  to  be  closely  related  to  the  question  of  re-allo- 
cating self-regulatory  authority. 

Both  of  these  questions  are,  of  course,  of  crucial  long-range 
importance  to  the  New  York  Stock  Exchange.   Our  new  Board  of  Directors, 
which,  as  you  know,  has  been  in  office  only  three  months,  has  not  yet 
had  adequate  opportunity  to  study  them  or  formulate  Exchange  policy  in 
either  area. 
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I  think  it  is  pertinent  to  note,  however,  that  as  the  securities 
industry  approaches  the  goal  of  a  central  exchange  system  --a  goal  to 
which  I  believe  all  of  us  are  committed--  we  will  be  in  a  better  posi- 
tion to  determine  whether  or  not  it  may  be  desirable  to  make  specific 
changes  in  the  structure  of  the  existing  self-regulatory  apparatus  and 
in  the  existing  relationships  between  the  self-regulatory  organizations 
and  the  SEC. 

In  any  event,  1  want  to  assure  the  Subcommittee  that  we  will  be 
happy  to  supplement  this  statement  with  a  clear  statement  of  the  Ex- 
change's views  on  both  of  these  important  issues  as  soon  as  our  Board 
has  formulated  its  positions. 

****** 

Turning  to  the  Governing  Boards  of  Self-Regulatory  Organizations, 
the  Subcommittee  is,  of  course,  aware  that  the  NYSE  earlier  this  year 
completed  a  precedent-shattering  reorganization  of  its  governing 
structure. 

Our  objective  in  restructuring  the  Exchange's  policy-making  body 
was  two-fold:   to  reflect  the  fact  that  the  interests  of  the  Exchange 
are  closely  related  to  those  of  the  public;   and  to  provide  for  an 
increased  concentration  of  leadership  in  the  Exchange's  governing 
structure.   We  believe  that  the  recent  reorganization  fulfills  that 
objective. 

The  reorganization  of  the  Board  stemmed  from  a  report  submitted 
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to  the  Exchange  in  December  1971  by  a  special  committee  headed  by 
Cornelius  W.  Owens,  a  public  member  of  the  previous  Board  who  has  also 
been  elected  to  the  new  Board.   That  report  was  based  on  an  earlier 
one  by  William  McChesney  Martin,  Jr.,  in  August  1971,  which  was  made  at 
the  Exchange's  request. 

Prior  to  July  1972,  the  NYSE  Board  consisted  of  29  Governors  from 
within  the  securities  industry,  3  Public  Governors  and  the  President 
of  the  Exchange.   The  new  Board  is  composed  of  10  Industry  Directors, 
10  Public  Directors  and  a  full-time  salaried  Chairman  who  is  also  the 
Exchange's  Chief  Executive  Officer.   The  creation  of  the  office  of  full- 
time  Chairman  establishes  a  greater  focus  of  responsibility  than  existed 
under  the  previous  structure  where  leadership  was  shared  by  an  unpaid 
Chairman,  elected  from  the  Exchange  membership  and  concerned  primarily 
with  policy  matters,  and  a  full-time  salaried  President  chosen  by  the 
Board  as  Chief  Executive  Officer. 

The  reorganization  provides  that  the  10  Industry  Directors  must 
be  principal  executives  of  their  member  firms,  and  that  the  Public 
Directors  should  reflect  a  broad  spectrum  of  public  interest  in  addition 
to  having  achieved  eminence  in  their  respective  fields  outside  the  . 
securities  industry. 

Attached  to  this  statement,  as  Exhibit  A,  is  an  article  from  the 
August  1972  issue  of  The  Exchange  magazine  which  includes  brief  bio- 
graphical sketches  of  all  21  members  of  the  new  Board  of  Directors. 
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We  believe  that  the  Exchange  is  indeed  fortunate  to  have  been 
able  to  attract  a  new  Board  of  outstanding  qualifications  and  caliber. 
In  its  first  three  months  in  office,  this  Board  has  demonstrated  an 
extraordinary  commitment  and  ability  to  grasp  and  deal  constructively 
with  the  complex  issues  which  have  already  come  before  it. 

It  is  perhaps  significant  that  the  American  Stock  Exchange  has 

undertaken  a  similar  major  effort  to  reorganize  its  governing  structure. 

Earlier  this  year,  in  an  appearance  before  the  House  Subcommittee  on 

Commerce  and  Finance,  the  President  of  the  NYSE  and  I  commented  at  some 

length  on  the  approach  to  a  central  exchange  system.   We  stated  at  that 

time: 

"As  an  essential  part  of  this  approach. .. the  other 
stock  exchanges  and  the  MSD  should  be  reorganized  along  the 
same  lines  as  the  reorganization  of  the  New  York  Stock 
Exchange,  to  broaden  public  representation  on  their  govern- 
ing boards." * 

I  should  add  that  the  NYSE  recognizes  --as  the  House  Subcommittee 

on  Commerce  and  Finance  has  also  noted--  that  Public  Directors  may  often 

be  less  familiar  than  Industry  Directors  with  the  background  and  details 

of  many  problems  with  which  they  will  have  to  deal.   If  Public  Directors 

are  to  make  a  meaningful  contribution,  they  must  be  in  a  position  to 


Hearings  before  the  Subcommittee  on  Commerce  and  Finance  of  the 
Committee  on  Interstate  and  Foreign  Commerce,  House  of  Representatives; 
1972;  Part  VII:  p.  3802. 
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reach  completely  independent  judgments  based  on  a  knowledge  of  all  the 
facts  concerning  policy  matters.   To  facilitate  this,  the  Exchange  has 
created  a  new  full-time  post  of  Counsel  to  the  Board  of  Directors,  with 
responsibility  for  helping  them  to  obtain  material  necessary  to  an 
objective  evaluation  of  the  policy  questions  which  come  before  the 
Board.   The  cost  of  providing  this  facility  --including  whatever  sup- 
porting staff  Counsel  to  the  Board  may  require--  is  being  borne  by  the 
Exchange. 

****** 

The  final  question  on  which  we  have  been  invited  to  comment 
deals  with  Improving  the  Methods  of  Adopting  Rules  and  Disciplinary 
Procedures.   The  thrust  of  this  question  would  seem  to  be  in  the  direc- 
tion of  greater  public  participation  in  and  awareness  of  the  rule- 
making processes  of  self -regulatory  organizations.   We  support  that 
objective. 

I  think  this  is  abundantly  clear  from  the  nature  of  the  NYSE's 
reorganization  of  its  governing  body,  whereby  we  have  provided  for  much 
greater  public  participation  in  the  deliberative  and  rule-making 
process  than  has  ever  before  existed  in  the  securities  industry. 

We  have  also  instituted  significant  changes  in  NYSE  disciplinary 
procedures  in  recent  months,  proceeding  from  the  firm  belief  that 
judgment  by  one's  peers  tends  to  produce  the  most  just  decisions. 

Under  our  new  procedures,  the  composition  of  Hearing  Panels  will 
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assure  that  an  accused  person  is  judged  primarily  by  his  or  her  peers 
--  that  is,  by  members,  allied  members,  registered  persons  and  other 
employees,  as  the  case  may  warrant.   All  accused  persons  have  the  right 
to  legal  or  other  counsel.   And  the  right  of  appeal  to  the  Board  of 
Directors  is  guaranteed  to  all  parties  to  a  disciplinary  action;   in 
addition,  any  action  is  subject  to  Board  review  on  the  initiative  of 
any  Director. 

In  the  past,  the  Exchange  has  been  criticized,  justly  or  not,  for 
the  timing  of  public  announcements  of  disciplinary  actions.   We  are  now 
issuing  such  announcements  in  mid-week  to  facilitate  their  use  by  the 
daily  press. 

With  respect  to  publicizing  proposed  Exchange  rules,  it  may  be 
notod  that  the  President  of  the  NYSE  told  the  House  Subcommittee  on 
Commerce  and  Finance,  on  November  17,  1971,  that  the  Exchange  would  sup- 
port the  concept  that  all  proposed  rules  of  national  securities  exchanges 
should  be  publicized  by  the  SEC:   that  important  rules  should  be  the 
subject  of  SEC  public  hearings  or  that  the  Commission  should  solicit 
comments  on  proposed  exchange   rules  as  had  been  suggested  in  a  note  in 
the  Yale  Law  Journal. 

We  note  that  the  House  Subcommittee's  Study  Report  states  the 
Subcommittee's  intent  to  introduce  legislation  which  would  "require  the 
Commission  to  release  proposed  rules  and  rule  changes  of  registered 
national  securities  exchanges  and  registered  national  securities  asso- 
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ciations  to  the  public  well  in  advance  of  their  proposed  adoption 
date. "** 

I  think  it  is  pertinent  to  note  also  that  NYSE  Chairman  James  J. 
Needham  has  inaugurated  the  practice  of  personally  briefing  representa- 
tives of  the  news  media  on  actions  taken  by  the  Exchange's  Board  of 
Directors.   These  press  briefings  occur  immediately  after  the  conclu- 
sion of  Board  meetings  and  supplement  the  Exchange's  practice  of 
immediately  releasing  printed  accounts  of  such  actions  to  the  media. 

While  the  new  Board  has  not  yet  reviewed  all  aspects  of  the 
question  of  greater  public  participation  in  and  awareness  of  Exchange 
rule-making  procedures,  I  expect  that  they  will  do  so  in  the  relatively 
near  future. 

****** 

As  I  noted  earlier,  the  series  of  hearings  held  by  this  Subcommit- 
tee and  other  Committees  of  Congress  during  1971  and  1972  have  provided 
valuable  insights  into  areas  of  securities  industry  operations  and 
regulation  where  constructive  changes  may  be  needed.   I  believe  the 
experience  has  been  useful  for  all  of  the  participants. 

We  would  hope  that  whatever  legislation  may  result  from  these 
hearings  will  enable  the  government  regulatory  authorities  to  continue 


See  "Securities  Industry  Study",  Report  of  the  Subcommittee  on 
Commerce  and  Finance  of  the  Committee  on  Interstate  and  Foreign 
Commerce,  House  of  Representatives;  1972;  Page  110. 
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their  cooperative  working  relationships  with  the  stock  exchanges  and  the 
NASD. 

I  think  we  all  want  to  work  together  to  improve  and  strengthen  the 
existing  regulatory  relationships  in  the  public  interest.   By  so  doing, 
we  can  establish  and  give  meaning  to  a  system  of  cooperative  regulation 
which  must  inevitably  strengthen  the  securities  industry  and  give  a  new 
dimension  to  the  commitment  which  we  share  with  the  SEC  and  the  Congress 
to  promote  and  protect  the  public  interest. 
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EXHIBIT  A 


Reorganized 

NYSE  Board 

Picks  Its 

New  Ciiairman 


In  a  series  of  history-making  events 
over  the  last  two  months,  the  mem- 
bership of  the  New  York  Stock  Ex- 
change elected  20  members  to  a 
reorganized  board  of  directors  and 
the  new  board  elected  the  Ex- 
change's first  fulltime,  salaried 
chairman  and  chief  executive. 

The  new  chairman  is  James  J. 
Needham,  45  years  old,  who  has 
been  a  member  of  the  Securities 
and  Exchange  Commission.  He  is 
the  first  person  outside  the  Exchange 
community  to  hold  the  post.  Pre- 
viously, the  chairman  was  elected 
by  the  NYSE  membership,  was  a 
member  or  allied  member  and 
served  part-time  without  pay. 


In  announcing  the  Needham  ap- 
pointment, Ralph  D.  DeNunzio, 
who  has  been  chairman  for  the  last 
year,  said:  "The  members  of  this 
new  publicly  oriented  board  sought 
as  chairman  a  man  of  great  integ- 
rity with  a  broad  knowledge  of  the 
securities  industry  and  a  strong 
regulatory  background.  The  board 
decided  to  reach  outside  the  securi- 
ties industry  for  a  man  with  all 
these  qualifications.  We  feel  certain 
that  Mr.  Needham  amply  meets 
these  requirements  and  that  he  will 
be  a  vigorous  and  distinguished 
chairman  of  the  board." 

Mr.  Needham  has  been  an  SEC 
commissioner  since  1969.  Previously, 
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he  had  been  a  partner  in  charge 
of  the  New  York  office  and  a  mem- 
ber of  the  executive  committee  of 
A.  M.  Pullen  &  Co.,  an  accounting 
firm.  He  is  a  Certified  Public  Ac- 
countant. The  St.  John's  University 
graduate  is  a  native  of  New  York 
City,  is  married  and  has  three  sons 
and  two  daughters. 

Martin  report  a  factor 

The  reorganization  of  the  board 
stems  from  a  report  submitted  to 
the  Exchange  last  December  by  a 
special  committee  headed  by  Cor- 
nelius W.  Owens,  a  public  member 
of  the  previous  board  and  continu- 
ing as  a  public  member  of  the  new 
board.  The  report  was  based  on  an 
earlier  one  by  William  McChesney 
Martin  Jr.,  in  August  1971,  which 
was  made  at  the  Exchange's  request. 
The  new  board  consists  of  10  mem- 
bers from  the  public  and  10  from 
the  securities  industry.  The  previous 
board  had  33  members,  including 
three  from  the  public. 

Among  the  public  members 
chosen  are  two  firsts:  Jerome  H. 
Holland,  the  first  black  member, 
and  Juanita  M.  Kreps,  the  first 
woman  to  serve  on  the  board.  Dr. 
Holland,  who  served  for  10  years 
as  president  of  Hampton  Institute 
in  Virginia,  has  been  U.  S.  Ambas- 
sador to  Sweden  since  1970.  He 
is  a  graduate  of  Cornell  University, 
where  he  was  twice  named  to  All- 
American  football  teams,  and  holds 
a  Ph.D.  from  the  University  of 
Pennsylvania. 

Dr.  Kreps  is  a  professor  of  eco- 
nomics, dean  of  the  Women's  Col- 


lege and  Assistant  Provost  at  Duko 
University.  She  has  written  exten- 
sively on  labor  and  manpower  and 
the  economics  of  aging.  She  earned 
her  master's  and  doctorate  degrees 
from  Duke  after  graduating  from 
Berea  College. 

Following  are  details  of  the  back- 
grounds of  the  public  members: 

William  M.  Batten  has  spent  his 
entire  business  life  with  J.  C.  Penney 
Co.  Inc.  He  joined  the  department 
store  chain  as  an  extra  salesman  in 
1926,  became  a  regular  salesman  in 
1928,  then  moved  up  through  exec- 
utive ranks.  He  was  named  presi- 
dent in  1958  and  elected  chairman 
in  1964.  He  also  is  chief  executive. 
Mr.  Batten,  63,  is  a  1932  graduate 
of  Ohio  State  University  with  a  B.  S. 
degree  in  economics  and  did 
graduate  work  at  the  University  of 
Chicago. 

Karl  R.  Bendetsen  has  been  chair- 
man of  Champion  International 
(formerly  U.  S.  Plywood-Champion 
Papers  Inc.)  since  1967  and  chief 
executive  since  1968.  Prior  to  the 
merger  of  U.  S.  Plywood  and  Cham- 
pion Papers  in  1967,  Mr.  Bendetsen 
served  as  chairman,  president  and 
chief  executive  of  Champion.  Mr. 
Bendetsen,  64,  holds  bachelor's  and 
law  degrees  from  Stanford  Univer- 
sity. In  the  years  after  World  War  II, 
he  held  a  number  of  government 
posts,  including  Assistant  Secretary 
and  Undersecretary  of  the  Army. 

Donald  C.  Cook  is  chairman, 
president  and  chief  executive  of 
American  Electric  Power  Co.  Inc. 
He  was  named  president  and  chief 
executive  in  1961  and  chairman  in 
1971.  Mr.  Cook  holds  a  bachelor's 
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degree  and  a  master's  degree  in 
business  administration  from  the 
University  of  Michigan  and  the 
degrees  of  juris  doctor  and  master 
of  laws  from  George  Washington 
University.  He  is  also  a  Certified 
Public  Accountant.  Mr.  Cook,  63, 
was  chairman  of  the  Securities  and 
Exchange  Commission  in  1952  and 
1953;  vice  chairman,  1950-52,  and 
commissioner  1949-50.  He  was  also 
chief  counsel  to  the  Preparedness 
Investigating  Subcommittee  of  the 
Senate  Armed  Services  Committee, 
1950-52,  and  director  of  the  Office 
of  Alien  Property  of  the  Justice 
Department,  1945-47. 

William  C.  Creenough,  57,  has 
been  chairman  and  chief  executive 
of  the  Teachers  Insurance  and  An- 
nuity Association  of  America  and 
the  College  Retirement  Equities 
Fund  since  1967.  The  two  organi- 
zations provide  retirement  and  in- 
vestment programs  for  professional 
educators.  Dr.  Creenough  joined 
TIAA  in  1941  and  was  named  a 
vice  president  in  1948.  He  became 
vice  president  of  CREF  in  1952.  He 
was  named  president  of  the  two 
funds  in  1957.  He  holds  a  doctor 
of  laws  degree  from  Indiana  Univer- 
sity and  a  Ph.D.  from  Harvard 
University. 

Jerome  H.  Holland.  His  career  has 
embraced  the  fields  of  teaching, 
industrial  personnel  administration, 
research,  educational  administration 
and  writing.  His  latest  publication 
is  his  recent  book  entitled  "Black 
Opportunity."   He   is  56   years   old. 

Juanita  M.  Kreps  is  the  author  or^ 
editor  of  seven  books,  three  mono- 
graphs and   more  than   50  articles. 


She  has  held  teaching  posts  at  Den- 
ison  University,  Hofstra  College, 
Queens  College,  the  University  of 
North  Carolina  and  North  Carolina 
State  University.  She  is  married  to 
Dr.  Clifton  H.  Kreps  Jr.,  Wachovia 
Professor  of  Banking  at  the  Univer- 
sity of  North  Carolina.  They  have 
three  children. 

Raymon  H.  Mulford  is  chairman 
and  chief  executive  of  Owens- 
Illinois  Inc.,  manufacturer  of  glass 
and  paper  containers  with  head- 
quarters in  Toledo,  Ohio.  He  has 
held  the  post  since  1968.  Mr. 
Mulford  joined  Owens-Illinois  in 
1933  and  served  in  a  variety  of 
assignments.  He  was  named  presi- 
dent, chief  operating  officer  and  a 
director  of  the  corporation  in  1961. 
He  became  chief  executive  four 
years  later.  Mr.  Mulford,  62,  was 
graduated  from  Stanford  University 
with  a  bachelor's  degree  in  eco- 
nomics in  1931.  Two  years  later  he 
was  awarded  an  MBA  degree  from 
the  Harvard  Graduate  School  of 
Business. 

Cornelius  VV.  Owens  is  executive 
vice  president  of  American  Tele- 
phone and  Telegraph  Co.  and  has 
been  a  public  representative  on  the 
New  York  Stock  Exchange's  Board 
of  Governors  since  1968.  Up  to 
1970,  he  had  been  president  of  New 
York  Telephone  Co.  He  began  his 
Bell  System  career  in  1937  with  New 
England  Telephone  and  Telegraph 
Co.  in  Boston,  holding  supervisory 
jobs  in  the  personnel  and  plant 
departments.  Mr.  Owens,  58,  is  a 
native  of  Boston  and  a  graduate  of 
Boston  College. 

James    M.    Roche,   65,    retired   as 


AUGUST  1972 


310 


chairman  and  chief  executive  of 
General  Motors  Corp.  on  December 
31,  1971.  He  remains  a  member  of 
the  board  atid  the  finance  commit- 
tee. He  was  elected  a  member  of 
the  CM  board  in  1962  and  served 
as  president  of  the  corporation  from 
1965  until  he  was  elected  chairman 
in  1967.  Mr.  Roche  joined  GM's 
Cadillac  motor  car  division  Chicago 
sales  and  service  branch  in  1927. 
Within  a  year  he  was  named  assist- 
ant to  the  Chicago  branch  manager. 
Rising  through  several  posts,  Mr. 
Roche  achieved  the  top  position 
in  the  Cadillac  organization  in  1957, 
being  named  general  manager  and 
a  CM  vice  president. 

Robert  W.  Sarnofi,  chairman  of 
RCA,  has  had  a  career  of  more  than 
30  years  in  the  information  and 
communications  industries.  He  be- 
came president  and  chief  operating 
officer  of  RCA  in  1966.  He  was 
named  chief  executive  in  1968,  was 
elected  chairman  two  years  later 
and  last  year  relinquished  the  title 
of  president.  Before  moving  to  the 
parent  company,  Mr.  Sarnoff  spent 
a  decade  as  chief  executive  of 
National  Broadcasting  Co.,  first  as 
president  and  then  as  chairman.  He 
worked  for  the  publisher  of  the 
Des  Moines  Register  and  Tribune 
and  for  Look  magazine  before  join- 
ing NBC.  Mr.  Sarnoff,  53,  holds  a 
B.  A.  degree  in  government  and 
philosophy  from  Harvard  University. 
The  following  are  the  new  board's 
10  industry  representatives: 

Warren  H.  Berl,  chairman  and 
president,  Sutro  &  Co.,  an  NYSE 
member  firm  headquartered  in  San 
Francisco. 


)ames  W.  Davant,  chairman  and 
chief  executive,  Paine,  Webber, 
Jackson  &  Curtis. 

William  H.  Donaldson,  a  founder, 
chairman  and  chief  executive  of 
Donaldson,  Lufkin  &  jenrette  Inc., 
the  first  NYSE  member  firm  to  be- 
come publicly  owned. 

]ohn  j.  Flanagan,  general  partner 
in  josephthal  &  Co.,  who  served  as 
a  member  of  the  Board  of  Gover- 
nors from  1965  to  1971. 

Walter  N.  Frank,    senior    partner 
in     the     NYSE     specialist     firm     of 
Walter  N.  Frank  &  Co.,  who  served 
as  chairman  of  the  Exchange's  Board 
of  Governors  from  1965  to  1967. 

Bernard  /.  Lasker,  senior  partner 
of  Lasker,  Stone  &  Stern,  an  NYSE 
member  firm.  He  served  as  chair- 
man of  the  Board  of  Governors 
from  1969  to  1971. 

Gustave  L.  Levy,  senior  partner 
in  the  NYSE  member  firm  of  Gold- 
man, Sachs  &  Co.,  who  served  as 
chairman  of  the  Board  of  Gover- 
nors from  1967  to  1969. 

Harry  C.  Piper  Jr.,  chairman  of  the 
NYSE  firm  Piper,  jaffray  &  Hopwood 
Inc.,  Minneapolis,  Minn.,  served  as 
a  member  of  the  Exchange's  Board 
of  Governors  from  1963  to  1966  and 
was  re-elected  in  1969  to  a  three- 
year  term. 

Donald  T.  Regan,  chairman  and 
chief  executive  of  Merrill  Lynch, 
Pierce,  Fenner  &  Smith  Inc. 

Ralph  S.  Saul,  chairman  of  the 
executive  committee  of  First  Boston 
Corp.,  who  has  been  an  Exchange 
governor  since  October  1971.  He 
was  president  of  the  American 
Stock  Exchange  from  1966  until 
June  1971.  • 
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TESTIMONY  OF  THE 
PACIFIC  COAST  STOCK  EXCHANGE 


Thomas  P.    Phelan 
President 


INTRODUCTION 


On  behalf  of  the  Pacific  Coast  Stock  Exchange  I  am  pleased  to 
have  this  opportunity  to  testify  before  your  subcommittee.  Because  of 
the  relatively  short  notice  concerning  this  hearing,  I  was  not  able  to 
ascertain  the  views  of  the  Board  of  the  Pacific  Coast  Stock  Exchange 
concerning  the  issues  under  consideration  here.  My  statements  today, 
therefore,  should  not  be  understood  as  necessarily  stating  the  views  of 
the  Board  of  the  Pacific  Coast  Stock  Exchange. 

My  association  with  a  self-regulatory  agency  in  the   securities 
industry  dates  back  more  than  forty  years  to  the  era  before  the  Exchange 
Act  when  self- regulation  was  the  only  form  of  regulation.      I  have  had  an 
opportunity  to  witness  the  development  of  self-regulation  and  the  de- 
velopment of  the  role  of  the  Securities  and  Exchange  Commission  as 
regulator  of  the  self-regulators.    In  general,    the   self-regulatory  scheme 
of  the  Exchange  Act  has  worked  quite  well.     The  United  States  has  a 
capital  market  second  to  none  in  the  world.     Public  confidence  in  this 
market,    and  public  participation,    is  much  greater  than   in  any  other 
major  country. 

Some  recent  events  have,  however,  suggested  deficiencies  in 
this  regulatory  scheme.  Important  developments  such  as  development 
of  a  central  market  system  and  development  of  a  national  system  of 
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securities  depositories  have  been  hampered  by  rivalries  between 
self- regulatory  agencies.     In  some  areas  of  their  operations,    self- 
regulatory  agencies  are  uncertain  of  their  ability  to  regulate  because 
of  threats  of  antitrust  liability.     The  self- regulatory  agencies  have 
played  a  vitally  innportant  role  in  the  American  system  of  securities 
regulation.     If  they  are  to  continue  playing  this  role  in  the  future, 
however,    the  two  problems  mentioned  above  must  be  resolved.     Methods 
will  have  to  be  developed  to  improve  cooperation  between  self-regulatory 
agencies,    and  the  antitrust  responsibilities  and  exposure  of  self- regulatory 
agencies  will  have  to  be  better  defined. 

Having  made  these  general  comments,   I  would  now  like  to  comment 
specifically  on  the  questions  proposed  by  the  Subcommittee. 

The  Question  of  Reallocating  Authority    Among  the  Self-Regulatory 

Agencies. 

Currently,    there  are  wide  areas  of  overlap  between  the  regulatory 
authority  exercised  by  the  various   self- regulatory  bodies.     In  practice, 
however,    the   self- regulatory  bodies  have  achieved  a  large  measure  of 
agreement  about  who  regulates  whom  and  who  regulates  what.     Jurisdictional 
disputes  still  arise,    but  they  generally  are  resolved  without  serious  in- 
efficiency and  without  any  loss  in  regulatory  effectiveness. 

I  do  not  see  a  need  for  new  legislation  defining  the  jurisdiction 
of  the  self- regulatory  bodies.     Legislation  would  freeze  patterns  of  regulator-^ 
responsibility.     The  present  system  has  the  advantage  of  flexibility  in  that 
it  allows  a  self- regulatory  body,    such  as  the  Pacific  Coast  Stock  Exchange, 
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to  leave  primary  regulatory  responsibility  over  a  member  to  a  larger 
exchange  to  which  such  firm  belongs,   while  retaining  the  power  to  assume 
jurisdiction  if  this  is  necessary.     An  exchange,    or  other  self- regulatory 
body,    has  a  responsibility  to  protect  itself,    its  clearing  corporation,    and  its 
members,  from  losses  occasioned  by  the  economic  instability,    or  impro- 
per conduct,    of  a  member.     Unless  a  self- regulatory  body  has  jurisdiction 
over  the  conduct  of  all  of  its  members,    it  can  not  fulfill  this  responsibility. 

The  Composition  of  the  Governing  Boards  of  Self- Regulatory 

Agencies. 

The  governing  boards  of  self- regulatory  agencies   should  be,    first 
of  all,    representative  of  the  agency's  membership.     The  board  should  not 
be  dominated  by  any  particular  set  of  interests,    such  as  the  floor.     It  is 
for  this  reason  that  the  Pacific  Coast  Stock  Exchange  has  the   rule  that 
two  of  the  three  governors  elected  each  year  must  be  "office  members 
or  office  allied  members  of  the  Exchange.  " 

The  extent  to  which  the  governing  boards  of  self- regulatory 
agencies  should  be  representative  of  the  public  raises  a  much  more  dif- 
ficult question.     And  the  answer  to  this  question  may  differ  if  we  are  talking 
about  the  board  of  a  primary  market,    such  as    the  New  York  Stock  Exchange, 
or  if  we  are  talking  about  the  board  of  a  regionally-oriented  exchange,    such 
as  the  Pacific  Coast  Stock  Exchange.     Since  the  New  York  Stock  Exchange 
has  greater  public  impact  than  the  Pacific  Coast  Stock  Exchange,    the 
arguments  for  public  representation  on  the  board  of  the  New  York  Stock 
Exchange  may  be  greater. 

On  a  broader  plane,    I  have  lingering  doubts  about  the  benefits  of 
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public  representation,    at  least  as  it  has  been  conceived  to  date.     It 
seems  to  me  that  the  public  is  not  really  being  represented  on  a  board 
unless  it  has  chosen  its  representatives.     There  is  no  necessary  reason 
why  the  chairman  of  a  large  listed  company  is  any  more  representative 
of  the  public,    or  of  the  investing  public,    than  an  officer  of  a  member 
firm  which  does  a  large  retail  securities  business.      The  opposite  nnay 
well  be  true.     An  officer  of  a  member  firm  doing  a  retail  business  has 
substantial  contact  with  the  investing  public  and  substantial  reasons  to 
be  sensitive  to  the  needs  of  the  investing  public.     An  officer  of  a  member 
firm  also  will  be  knowledgeable  about  industry  problems.     Board  members 
from  outside  the   securities  industry  would  have  to  devote  substantial 
time  and  effort  to  educating  themselves  in  order  to  contribute  meaningfully 
to  board  decisions.     Public  representation  may  thus  be  merely  cosmetic, 
without  any  real  effect  on  the  responsiveness  of  such  boards  to  the  public. 

Historically  in  this  country  we  have  expected  members  of  the 
governing  boards  of  the  self-regulatory  agencies  to  be  men  who  are  able 
to  take  a  broad  view  of  industry  problems  and  who  are   sensitive  to  pro- 
tecting the  public  interest.     We  have  not,   however,    expected  them  to  be 
representative  of  the  public.     To  represent  the  public,    and  to  ultimately 
protect  its  interests,    we  have  relied  upon  continuing  inputs  from  Congress, 
which  is  representative  in  a  real  sense,    and  upon  continuing  supervision 
from  the  Securities  and  Exchange  Commission,   which  is  required  to  be 
responsive  to  the  public  interest  because  it  is  responsible  to  Congress.     All 
the  recent  discussion  about  public  memberships  on  the  boards  of  the   self- 
regulatory  agencies  has  not  yet  convinced  me  that  there  is  anything  to  be 
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gained  by  departing  from  this  historical  pattern. 

Procedures  Followed  by  Self-Regulatory  Agencies  in 

Adopting  Rules  and  Policies. 

Today  as  we  are  moving  toward  a  central  market  system,    and 
toward  a  national  system  of  securities  depositories,    actions  taken  by 
one  self-regulatory  agency  increasingly  have   substantial  effects  on  other 
self- regulatory  agencies.      For  this  reason,    I  propose  that  whenever  a 
self- regulatory  agency  files  a  rule  or  policy  change  with  the  Securities 
and  Exchange  Commission,    it  should  be  required  contemporaneously  to 
mail  the  proposed  change  to  all  other  self- regulatory  bodies.      Rules 
which  are  concerned  solely  with  internal  management  might  be  exempted 
from  this  requirement.     Such  a  provision,    which  should  be  added  to 
H.  R.    15303,    would  give  other  self- regulatory  agencies  a  chance  to  comment 
on  the  proposed  changes  before  the  Commission  allows  them  to  become 
effective. 

The  Proposals  Contained  in  H.  R.    15303. 

The  Securities  and  Exchange  Commission  has  the  responsibility 
for  protecting  the  health  of  the  nation's  securities  markets.     It  has  to 
have  adequate   statutory  authority  to  fulfill  this  responsibility.     H.  R.    15303, 
proposed  by  the  Commission,    would  give  the  Commission  additional  power 
which  it  believes  is  needed.     With  respect  to  exchanges,    the  Commission 
would  gain  the  power  to  take  disciplinary  action  against  a  member  or 
person  associated  with  a  member  if  such  person  violates  an  exchange   rule. 
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The  Coramission  would  also  be  given  the  power  to  review  the  disciplinary 
proceedings  of  exchanges.      Finally,    the  Commission's  powers  under 
Section  19  (b)  of  the  Exchange  Act  would  be  expanded  and  its  procedural 
freedom  increased.     I  see  nothing  to  oppose  in  the  first  two  proposals. 
Discipline  often  involves  questions  affecting  the  public  interest,    and  it 
is  appropriate  that  the  Commission  receive  greater  power  to  intervene 
in  this  area. 

I  find  the  third  proposal,    involving  an  amendment  to  Section  19  (b), 
generally  acceptable,    but  I  have  reservations  about  the  procedural  effects 
of  this  amendment.     I  do  not  object  to  the  idea  that  the  Commission  should 
no  longer  be  limited,    in  its   substantive  power,    to  the  items  enumerated 
in  Section  19  (b),    plus  "similar  matters."    I  do  see  some  problems  with 
exempting  the  Commission  from  formal  rule-making  without  specifying 
a  satisfactory  procedural  substitute. 

Under  Section  19  (b)  as  it  now  stands,    there  are  substantial  doubts 
about  the  Commission's  power  to  act  except  by  formal  proceedings  in  which 
evidence  is  submitted  orally,   testimony  is  subject  to   cross-examination, 
aind  the  decision  must  be  based  upon  a  record.     I  believe  that  this  procedure 
is  too  cumbersome  to  allow  the  Commission  to  meet  its  broad  respon- 
sibilities.    The  language  proposed  in  H.  R.    15303,    however,    would  go  too 
far  in  the  opposite  direction.      For  example,    the  Commission  is  proposing 
that  it  be  exempted  from  the  requirement  that  when  a  hearing  is  held,    the 
rule  cannot  be  finally  adopted  until  the  hearing  is  completed.     An  opportunity 
for  hearing,    afforded  after  a  rule  has  been  adopted,    is  an  illusory  right. 
This  provision  should  be  modified  so  that  only  in  cases  of  emergency  could 
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the  Commission  adopt  a  rule  before  completion  of  a  hearing.     In  such 
cases,   the  Commission  should  be  required  to  state  the  nature  of  the 
emergency,    and  the  reason  that  it  is  essential  for  action  to  be  taken 
prior  to  a  hearing. 

I  believe  it  is  possible  to  devise  a  middle  course  which  does 
not  hamstring  the  Commission  as  formal  rulemaking  does,   but  which 
gives  interested  parties   sufficient  procedural  rights  to  insure  that  their 
views  are  considered  by  the  Commission.    Therefore,    I  suggest  that  the 
following  changes  be  made  in  the  Commission's  proposed  amendn^ent  to 
Section  19  (b): 

(a)  The  Commission's  proposal  merely  requires  that 
notice  be  given  in  the   Federal  Register.     H.  R. 
15303  should  be  amended  to  provide  that,    in  addi- 
tion to  publication  in  the  Federal  Register,    notice 
must  be   sent  by  mail  to  all  national  securities 
exchanges  and  registered  securities  associations. 

(b)  The  Commission's  proposal  requires  only  a  minimal 
form  of  notice,    stating  either  the  substance  of  the 
proposed  rule  or  describing  the  issues  involved  in  it. 

H.  R,    15303  should  be  an^ended  to  provide  that  the 
Commission's  notice  must  contain  a  preliminary 
statement  of  the  reasons  for  the  proposed  rule. 
Such  a  statement  will  give  interested  parties   some- 
thing on  which  to  focus  in  making  a  response, 
(c)     The  Commission's  proposal  does  not  grant  a  right 
to  make  an  oral  presentation  to  the  Commission.     I 
agree  that  there  is  no  reason  to  require  that  oral 
evidence  be  heard  by  the  Commission.     However,    any 
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ivational  exchange  should  have  the  right  to  submit 
evidence  in  writing  and  to  appear  before  the  full  Com- 
mission for  oral  argument  in  connection  with  any 
rule  under  Section  19  (b)  which  would  affect  such 
exchange  directly  or  indirectly, 
(d)     The  Commission's  proposal  does  not  require  that 
decisions  be  made  upon  the  record.     It  is  not  un- 
duly onerous  to  require  the  Commission  to  tie  their 
decision  to  the  record  that  has  been  created.     Only 
if  this  is  done  can  there  be  any  meaningful  right 
to  judicial  review. 
With  these  modifications,    I  believe  that  the  Commission's  proposed 

amendment  to  Section  19  (b)  can  represent  a  substantial  improvement  over 

the  present  statute. 

Conclusion. 


I  have  enjoyed  this  opportunity  to  appear  before  you  on  behalf  of 
the  Pacific  Coast  Stock  Exchange.     I  hope  that  my  remarks  will  assist 
the  Subcommittee  in  its  impfcrtant  worlds 


Thomas  P.   Phelan 

President 

Pacific  Coast  Stock  Exchange 
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MEMORANDUM 

Submitted  By 

PBW  STOCK  EXCHANGE.   INC. 

We  appreciate  the  opportunity  to  appear  at  this  Hearing  that 
the  Subcoinmittee  has  scheduled  for  October  5,    1972,    and  to 
contribute  our  llioughts  on  the  important  questions  raised  in  Chairman 
Williams'  letter  of  September  21,    1972.     We  have  organized  this 
Memorandum  to  answer  the  various  questions  set  forth  in  your  letter 


I.     Possible  reallocating  authority  among  the  various  self-regulatory 
agencies. 

The  PBW  Stock  Exchange,    Inc.    (PBW)  strongly  favors  the  self- 
regulatory  process  as  promulgated  under  federal  seciirities  laws. 
Within  this  context,   the  PBW  feels  that  a  cooperative  relationship 
should  exist  betw^een  the  various  regulatory  agencies  while  for  the 
future  we  favor  autonomy  within  the  system. 

This  cooperation  between  regulatory  agencies  presently  manifests 
itself  in  the  cooperative  enforcement  program  already  in  effect.     The 
program  itself,   while  very  effective,    also  fosters  a  sound  basis  for 
understanding  and  appreciation  of  the  many  problems  and  difficulties 
which  arise  in  the  regulatory  process  as  they  relate  to  the  respective 
regulatory  areas  of  the  participants.     The  PBW,   therefore,    feels 
that  greater  emphasis  should  be  placed  on  this  jjrogram  with  a  view 
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toward  cxpaiitling  the  scope  of  the  program  now  in  effect. 

Greater  emphasis  and  expansion  of  the  cooperative  enforcement 
program  should  encourage  the  various  regulatory  agencies  to  strive 
for  specific  areas  of  agreement  as  to  the  activities  over  which  each 
agency  should  exercise  authority.     We  feel  the  areas  for  potential 
agreement  should  include  but  not  be  limited  to:    a)    broker-dealer 
inspections;  b)  broker-dealer  reporting;  c)  sales  practices;  d)  record 
keeping  requirements  and  uniform  interpretive  policies. 

Within  this  framework  the  Securities  and  Exchange  Commission 
(Commission)  would  continue  to  have  oversight  responsibilities  for 
the  activities  of  the  various  self-regulatory  agencies. 
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11.     C'oniposilidii  and  Manner  of  Selection  of  Gover-ning  IiJoarcJs. 

We  l)(.'lieve  at  the  present  time  each  of  tlic  self-regulatory 
organizations  sliould  be  able  to  determine  the  applicable  rules  applying 
to  the  composition  and  maimer  of  selecting  members  of  their  boards. 
Present  supervision  by  the  Commission  and  judicial  review  is  adequate 
to  ensure  due  process. 

It  is  quite  possiljle  the  boards  of  self-regulatory  bodies  will  need 
to  be  changed  in  response  to  the  changes  in  the  structure  of  the  Nation's 
securities  markets.     Market  structure  changes  will  probably  require 
representation  by  public  investors  and  companies  whose  securities 
are  traded  on  the  boards.     However,   because  of  the  complexity  of 
probleins  to  be  considered,   we  believe  that  governing  boards  should  be 
composed  primarily  of  industry  members. 

The  goverance  of  separate  market-making  centers  should  be  a 
full  time  responsibilitj'  for  at  least  some  of  the  key  personnel  responsible 
fo-r  day-to-day  operations.     Accordingly,   the  market-making  centers 
or  self- regulatory  agencies  should  have  adequate  professional  staffs 
which  enjoy  a  degree  of  autonomy. 

The  PBW  does  not  believe  that  any  Congressional  or  Commission 
action  is  required  at  the  present  time  to  alter  the  structure  of  the  boards 
of  existing  self-regulatory  organizations.     We  do  not  believe  government 
action  is  necessary  because  competitive  forces  should  create  economic 
pressures  to  make  tlie  boards  of  the  separate  markets  more  responsive 
to  tlie  needs  of  the  investing  public. 
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111.       I'r>.,  .■.piiH'.-  (.!■  S.li-i;i';:iil,\tiM-\     \::rnrics   in  .\(l<)|.t  in;;   Kiilr.-;  iind 
)\iliciv>.  ;;.M  Coii.iiulin:'  1  )is.i  pi  ni  iry   I 'roccr.li  iij^s. 

Th.'   I.-  i-l,  II;;. r    ■'.i-l   now  c'n.u-.-c.';  y~uv\)  i\i<rnc\vs  ;is  lu'inf;-  afrc'ctod 
Willi  ;;  |)  ;!:!;.•  m  i!  ■  •  r.  ■.:' ,    \c.sls  Ihom   with  (|n;i  si -.l;o\  crnmcnlal  powtT, 
;mkI   y\\i\::-<  ;■;  H-  -,1   u.  ^.\ .   i--i;;!:;  1;;.    tlir  S.  ]'..  C.    which   ni;iy  s^j-anl   or 
willilioj.;  ;i"  i.  ■■..•':.  ;i.,'>-';-.  i-c\^isii\-,1  ion  in  accorclajice  wi1h  stalulorY 
slanila  !■.;.-.  of  i.^-'n' i-u't,    rcreri'iii^  inter  alia,    to  cnforcciiionl  capaljilily, 
perfori'-iaiuc,    ami  /ai  r  aclrninistration  of  exchanges.     S.E.C.    Rule 
17a-8  i-cu,uirc's  adx-ance  notice  to  the  Comniis.sion  of  pi'oposee]  rule 
changes  by  excliangcs.     The  present  law  appears  to  iis  to  be  adequate 
in  terms  of  residual  Federal  power,    standards  and  sanctions. 

lmpro\'ement  in  procedures  sliould  be  concerned  with  professionalism, 
objectivity,    staff  capability,    due  process  and  possible  conflicts  with 
other  areas  of  the  law  such  as  anti-trust. 

A  professional  approach  by  board  and  committee  members  and 
by  staff  should  be  encouraged  and  required.     In  the  long  run  self- 
interest  and  the  public  interest  interact  to  serve  eacli  other.     If  they 
cannot  do  so,   present  legislative  sanctions  can  be  invoked   in   favor   of 
the  public.     Rule-making  should  allow  for  adequate  notice  to  a  member- 
ship witli  varied  spectrums  of  interest.     Using  such  procedure  initially, 
the  other  guidelines,    ol\iectivity  and  procedural  due  [ii-occy^s,    can  1k> 
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more  rcMdily  achivud.      Prt'senl  reiiortin/^  rcciuiremciUs  uikIct  llie 
Exchan^i.'  Ari   ju-tniilc  a(1eq>iato  tioticc  to  Iho  S.  ]•:.  C, 

Tlu'  proc-clurc  in  and  conduct  of  dij;rip]inary  proceedings 
simila)-1>   i-ofjiiij-i-  du^'  process,    (objectivity  and  professionalism. 
Appeliate  i-t-iiiedies  ai-e  a\ailable  in  TY^deral  and  state  courts.     An 
aggrie\-cd  pai-ty  can  nuw  complain  to  the  S.  E.  C.    for  failure  of  an 
excliange  to  follow  its  i-ules  or  fairly  administer  its  affairs. 

Attainment  of  all  of  the  foregoing  objectives  can  be  facilitated 
by  the  upgrading  of  the  competence  and  responsibilities  of  professional 
staff  personnel.     Formal  delegation  of  authority  by  governing  boards 
becomes  part  of  the  rules  and  policies  of  an  exchange  for  which  there  is 
legal  responsibility  for  enforcement. 

Conflicts  between  the  statutory  scheme  of  self-regulation  and 
the  anti-trust  laws  are  both  real  and  potential.     Self-regulatory 
procedures  conceptually  imply  certain  types  of  concerted  action 
which  should  be  protected. 

There  is  considerable  uncertainty  regarding  the  extent  of  implied 
anti -trust  immunity,   which  has  evolved  to  date  through  judicial 
opinions,    for  actions  complying  with  self-regulatory  requireinents. 
We  believe  that  Congress  should  act  to  balance  competing  interest  - 
the  need  for  self-regulatory  authority  within  appropriate  limits,    and 
the  need  for  reasonal^ly  certain  guidelines  to  insulate  concerted  actions 
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aoainsl  aiili-triist   lial>ility  to  the  cxUmU  that  Iho  pul^lic  inlcTcst 
requires. 

Kxlremely  complex  issues  are  inherent  in  determining  the  precise 
extent  to  which  a;r,i-trust   initnunity  should  be  granted.     We  are  not 
prepared  at  this  iiiiK-  io  jirrjpose  spcudl'ic  legislation  foi'  this  purpose. 

Prc'sent  seir-]-egulalorv  procedures  have  worked.     They  can,    of 
course,    work  better.     Their  foundation  and  structure  are  worth  f)reserving 
and  encouraging.     Direct  governmental  participation  should  be  held  to 
a  minimum  to  encourage  decentralization,    flexibility  and  initiative. 
Indicated  improvement  should  first  be  sought  through  more  vigorous 
enforcement  and  use  of  the  present  statutory  scheme  and  common 
law  guidelines. 
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IV.       A|)|>i-opi-iat(>    r.cf^al    and    ( )|i(Ta  t  iciial    lU-lal  ionslii  ps    15c(\vcH-n 
H(^juilalnr:v    Apcin-ic-s    and   the   S.  Is.  C. 

The    nppropi-ialr   l(\t;r.l    relationship   between   the    self-regulatory 
autlio'-i1)'_'s    in    ee<innniie    areas    sliould    be   one   of   competition,     rather 
than   i'C!4ulation.       The    JMUV    lias   attempted  to   provide   competition 
laetween    inarkc-lj-.laces   by   providing   membership   to   all   registered 
broker-dealers   who   meet    capital   and    competency   requirements; 
providing   competition  between   specialists   and   third   market-makers 
on  our   floor;    and   displaying   the   quotations   of  our   market-miakers 
in   the   NASDAQ   and   AuTex   systems. 

We    support   the    concept   of  a   central  market   system.       However, 
we   envision  the   central   market   consisting  of  legal    separation   of 
market-making   centers   each   being  autonomiously   regxilated.       All 
markets   should  be   linked   electronically   and   thus   brought   into   competition, 
and   all  trades   reported   on   a   composite   tape. 

We   believe  there   are   no  legal   or   possible   operational   relationships 
which   required   each   center   to   have  uniform,    or   what   has   been  terined 
"equal   regulation".       Uniform   rules   are  unnecessary   provided   that 
certain  minimum   requirements   are   imposed  throughout   the   industry 
to   ensure   an   appropriate   level   of  professional   competence. 

No   market   center   should   be   relieved   of  the   pressure   of   competition 
from   other   marketplaces,    especially   in   the   near  term   future   when  the 
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cntirt'    tiiarl\ct    si  inu'luiH'    c;in   be    cxix.'cti'd    to    evolve    rapidly    in    response 
to   both    lef,'al    and    leclinolo^ieal    dcvelopinents.       So   lon^   as    each 
mark(M]ilrK-e    inecM.s    or    exta^cds    niinim.inn    standards,     the    freedom 
of  eaeh   to   tailor   its   ov.  n    rules    should   not   be   restricted   by   a   need 
to    conforni    to   the    miles    of   any    otlier   marketplace. 

If  a   partici.ibir   j)raetice   is   considered   to   be  unfair   competition, 
that   practice   should   be   dealt   with   directly'.       However,    whatever 
justification   there   may   be   to   eliminate   particular  unfair   competitive 
practices,    there   is   no   justification   whatsoever   for   eliminating  all 
diversity  by   imposing   a   uniform    set   of   rules   on   all    competitors. 

We  believe,    as   discussed   in   Section   I   of  this   memorandum   that 
the   operational   relationships    in   the   area   of  conipetitive   regulation 
and   supervision   of  members    should  be   expanded. 

Clearance   and   the   processing   of   securities  are  key  areas  for  the 
development   of  operational   relationships   between   regulatory   agencies. 
This   Subcommittee   has   considered   much  testimony   in   this   area   and 
has   reconimended   certain   legislative   solutions.       We   have   submitted 
our   views   and   recommendations,    and   it   is   not   necessary   to 
reiterate   them   in   detail.       We   generally   support   steps   which   will 
create   operational   efficiency   between  members   and   other   regulatory 
agencies. 
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Tliis    i:\-cliannf    (ln(\s    not    favor   the   adojition    of   If.     11.    ini^O.'^. 
House    r.ill    11.     11.    irii'O:^,     in    part,    ainoncls    Section   'MHb)   and    confers 
upon    tlse    Commission    new   autliority   with    regard   to   the   adoption, 
ajTUMidment,    aMciMtion    or    rescission    of   rules    of   self- regulatory 
oi-gan!7.a1  ions.       Tl;e   prriiiosed   Section   19(b)   provides   the   Commission 
with   the   h^-oadest    of   powers    in   tlie  rule    making   area    with   limited 
reco\irse   by   an   I'.xrliange   to   question   the   action   by   the   Commission. 
One   must   immediately   question   the   necessity   of  dramatically 
increasing  the   powers   of  the   Commission.       Siich   an   increase    in 
power   would    severely   limit   the   concept   of   self  or   cooperative 
regulation. 

This   Bill   would   eliminate   the   valuable   contributions   made  by 
existing   exchanges    in  the   area   of   regulation  and   innovation.       When 
Congress   was   considering  the   adoption   of  the   Securities   Exchange 
Act  of  1934   it   realized   that  the   concept   of   self- regulation   would   be 
a  foundation  of  the  Act. 

H.    R.    15303   eonvej's  upon  the   Commission  direct  power  and 
control   over  areas   which   Congress    in  the   first   instance   delegated 
to  the   self- regulatory  bodies.      This   Bill   would   strain  the   regulatory 
and   administrative   responsibilities   of  the   Commission   and   thers 
is   great   danger   of  the   whole   regulator^'   structure   breaking  down  under 
its   own   weight   and   pro\ing  inefreclive. 
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Increased    di!'cc-(    Ck)\'ernmc!il    regulation   would    have   the 
followinj;    adverse    errects: 

1.  J'j-onoMnced    exiKinsion   of  the    organization   of   the 
Semirities    and    J'.xchange    Commission    in   terms   of 
stafi    and    .n.uUipHcation    of  brancii    offices. 

2.  I,arge   inci'ease    in    exj:)enditure   of   public   funds. 

3.  And   the   danger   of   imposing    rigid   regulation   on 
a   business   which  would  limit   competition   and 
stifle   growth. 

It   should   not   be   forgotten  that   although   initial   responsibility 
in  many   areas   is   left   with  the   exchanges,    the   Commission   is 
vested   today   with   powerful   oversight   powers   if  the   exchanges 
do   not  meet   their   charged   responsibilities. 

In  addition,    II.    R.    15303   amends   Section   19(a)   of  the 
Securities   Exchange  Act  by   adding  a   provision   providing 
commission   review   of  disciplinary   actions   by   self- regulatory 
organizations   against   their   members. 
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Those  aniotidnK'nts,    as  do  Iho  anu'iulnu'nts  to  19(b),    iiirrcase 
direct  ^iivernincntal  rcuuJation  willi  the  inhei-ent  adverse  clTec-ts 
of  expansion  of  tlie  Conitnission  oi-^aiiization;  increased  exjienditure 
of  pLihlic  funds;  and  restrict  comijetition  Ijy  improving  rigid 
regulalion. 

Tlie  I']i\V  certainly   does  not  oppose  Commission  review  of 
disci})linary  action  taken  b)^  the  Exchange  against  a  member,    or 
person  associated  with  a  member.     However,   the  Exchange  is 
troubled  that  the  amendments  to  Section  19(a)  may  be  interpreted 
as  creating  an  affirmative  duty  by  the  Commission  to  review  all 
disciplinary  actions  by  the  Exchange.     Such  an  interpretation  would 
create  overwhelming  administrative  problems  for  the  Commission. 

Finall}^   the  PBW  believes  that  due  process  and  fair  dealing 
is  provided  in  disciplinary  acjions  by  the  Securities  Exchange  Act 
of  1934,   the  PBW  Constitution  and  Rules,    and  by  judicial  review. 
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